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DETERMINATION

The Copyright Royalty Judges (Judges) hereby issue their written determination of
royalty rates and terms to apply Rom January 1, 2016, through December 31, 2020, to digital
performance of sound recordings over the Internet by nonexempt, noninteractive transmission
services and to the making of ephemeral recordings to facilitate those performances.

The rate for commercial subscription services in 2016 is $0.0022 per performance. The
rate for commercial nonsubscription services in 2016 is $0.0017 per performance. The rates for
the period 2017 through 2020 for both subscription and nonsubscription services shall be
adjusted to reflect the increases or decreases, if any, in the general price level, as measured by
the Consumer Price Index applicable to that rate year, as set forth in the regulations adopted by
this determination.

The rates for noncommercial webcasters are: $500 annually for each station or channel
for all webcast transmissions totaling not more than 159,140 Aggregate Tuning Hours (ATH) in
a month, for each year in the rate term. In addition, if, in any month, a noncommercial webcaster
makes total transmissions in excess of 159,140 ATH on any individual channel or station, the
noncommercial webcaster shall pay per-performance royalty fees for the transmissions it makes
on that channel or station in excess of 159,140 ATH at the rate of $0.0017 per performance. The
rates for transmissions over 159,140 ATH per month for the period 2017 through 2020 shall be
adjusted to reflect the increases or decreases, if any, in the general price level, as measured by
the Consumer Price Index applicable to that rate year, as set forth in the regulations adopted by
this determination.

The Judges also determine herein details relating to the rates for each category of
webcasting service, such as minimum fee and administrative terms, in the following analysis.
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"Exhibit A"'o this determination contains the regulatory language codifyIing the terms of the
Judges'etermination.

I. Background

A. Purpose of the Proceeding

The licenses at issue in the captioned proceeding,.viz., licenses for corrunercial and 'oncommercialnoninteractive webcasting, are compulsory. '~I'itic 1'7, United States Code
(Copyright Act or Act), establishes exclusive rights reserved to copyright owners,, including the
right to "perform the copyrighted work publicly by means of'a digital audio transmission." 'See.

17 U.S.C. $ 106(6). The digital performance right is llmitied, however, by section 114 of the Act,
which grants a statutory license for nonexempt noninteractive Internet transmissions ofprotected
works. 17 U.S.C. $ 114(d).. Eligible webcasters are entitled to perform sound recordings without
an individual license from the copyright owner, provided Itheg p6y the statttto+ royalty rates for
the performance of the sound recordhigs and for the ephemeral copy of the sound recording
necessary to transmit it. 17 U.S,C $ $ 114(f) and 112(e), Licensee webcasters pay the royalties
to a Collective, which distrjibutes the funds to copyright owners. The statutory rates and tertns'pplyfor a period of five years.

The Act requires that the Judges "shall establish rates anttl tetms that iiiost clearly
represent the rates and terms that would have been negotiated in the marketplace 'between a
willing buyer and a willing seller." 17 U.S.C. g 114(f)(2)(B)„The marketplace the Judges look
to is a hypothetical marketplace, firee of the Iinfluence of compuLsory, statutory licenses. Web II,
72 Fed Reg. 24084 24087 (May 1., 2007) The Judges ~'shdll basti; their decision on economic,
competitive[,] and programming information presented by the parties...." 17 V.S.C. $ $
114(f)(2)(B) and 112(e)(4) Id. (emphasis added). Witliin these categories, theJudges'eterminationshall account for (1) whether!the Internet service substitutes for or promotes the'opyrightowner's other streams of revenue from the sound recording, and'(2) the relative roles
and contributions of the copyright owner and the servike, including brektive, ti'.chnological, and
financial contributions,,and risk assurnpt.ion. Id. The Judges may consi.der rates and terms of
comparable services and comparable circumstances imder voluntary, negotiated lIicense
agreements. Id. The rates and terms established by the Judges "shall distinguish" among the
types of services and "shall include" a minimum. fee ft'ir each'ypic of service. Id. (emphasis
added).

B. Procedural Posture.

Following the tiineline prescribed by the Act, the Judges published notice of
commencement of tliis proceeding in the Federal Register. '79 Fed, Reg. 412 (Jan. 3, 2014).

'he Judges proposed to the parties a reorganization of t1he regulhtioiis. Only on& pa+'s (Patidora's) proposed
regulations followed the proposed new format. The other patties! submitted ptoposed!new subpaits for each type of
entity. One party (SoundExchange) specifically opposed the reorganization. The Judges find that reducing thee
amount of repetition in the regulations is not prejudicial to SoundExchange, and in the interests ofplain language
have used the new format.
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Twenty-nine parties in interest filed petitions to participate in the proceeding. Ten of those
petitioners subsequently withdrew &om the proceeding, the Judges rejected the petitions of three
petitioners because the Judges determined they lacked the requisite substantial interest in the
proceeding, and the Judges dismissed the Petition to Participate of another party due to a
procedural default.

1. Negotiated Settlements

a. Educational Webcasters

The Judges published notice of the CBI-SoundExchange settlement in November 2014.
The Judges received approximately 60 comments in response to the Notice. The Judges
considered the comments, some ofwhich supported and others ofwhich opposed the proposed
settlement, and concluded that the CBI-SoundExchange agreement provides a reasonable basis to
adopt its proposed rates and terms. On September 28, 2015, the Judges published amended
regulations substantially in conformity with the proposal.

b. Public Broadcasters

The NPR-CPB settlement with SoundExchange proposed creation of a new Subpart D to
part 380 of the Regulations entitled Certain Transmissions by Public Broadcasting Entities. IBS
was the only commenting party. IBS made procedural and substantive objections to the
settlement. Notwithstanding, the Judges concluded that, as the proposed settlement would bind
only the "Covered Entities," i.e., NPR, American Public Media, Public Radio International, and

Contemporaneously, the Judges commenced a proceeding to establish rates and terms for ephemeral recording and
digital performance of sound recordings by "New Subscription Services" (NSS). See 79 Fed. Reg. 410 (Jan. 3,
2014). The NSS at issue in that companion proceaHng were limited to NSS transmitting to residential subscribers
through a cable television provider. See 37 C.F.R. $ 383.2(h). That proceeding resolved by negotiated agreement
and the Judges published rates and terms for new subscription licensees at 80 Fed. Reg. 36927 (Jun. 29, 2015).
Settlement of the cable NSS did not have any effect on the Internet subscription services at issue in this proceeding.

The 29 parties that filed Petitions to Participate were: 8tracks, Inc.; AccuRiuho, LLC; Amazon.corn, Inc.; Apple
Inc.; Beats Music, LLC; Clear Channel (nka iHeartMedia, Inc.); CMN, Inc.; College Broadcasters, Inc. (CBI);
CustomChannels.net, LLC; Digital Media Association (DiMA); Digitally Importal, Inc.; Educational Media
Foundation; Feed Media, Inc.; Geo Music Group; Harvard Radio Broadcasting Inc. (WHRB); idobi Network;
Intercollegiate Broadcasting System, Inc. (IBS); Music Reports Inc.; National Association ofBroadcasters (NAB);
National Music Publishers Association (NMPA); National Public Radio (NPR); National Religious Broadcasters
Noncommercial Music License Committee (NRBNMLC); Pandora Media Inc.; Rhapsody International, Inc.; Sirius
XM Radio Inc.; SomaFM.corn LLC; SoundExchange, Inc. (SX or SoundExchange); Spotify USA Inc.; and Triton
Digital, Inc.

The ten parties that withdrew their Petitions to Participate were: 8tracks, Inc.; Amazon.corn, Inc.; CMN, Inc.;
CustomChannels.net, LLC; Digitally Imported, Inc.; Feed Media, Inc.; idobi Network; Rhapsody International, Inc.;
SomaFM.corn LLC; and Spotify USA Inc. The three parties whose Petitions to Participate were dismissed for
lacking a substantial interest in the proceeding were: Music Reports Inc., NMPA, and Triton Digital. The Petition
to Participate ofAccuRadio was dismissed by the Judges due to a procedural default. Although they did not
formally withdraw from the proceeding, Apple, Beats, and DiMA did not file Written Direct Statements and did not
participate in the hearing. Educational Media Foundation joined with NAB and appeared by and through NAB and
its counsel.

79 Fed. Reg. 65609 (Nov. 5, 2014).
~ 80 Fed. Reg. 58201 (Sept. 28, 2015).
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Public Radio Exchange, and up to 530 Originating Public Radio Stations as named by CPB,
adoption of the settlement would not preclude the Judges'eparate consideration of the concerns
of IBS, which is not one of the "Covered Entities" subject to the ~new Subpart D. 'On'October 2,
2015, the Judges published the settlement, substantially as proposed, as a 6nal regulation.

2. The Current Proceeding to Adjudicate Rates and 'Serxns ~

The Act provides that the Judges shall make their determinations "on the basis ofa
written record, prior determinations and interpretations os thd Cdpyxjighlt Rbyalty Y'ri5unhl,
Librarian of Congress ..." and their own prior determitxadons to the extent those determinations
are "not inconsistent with a decision of the Register of Copyxights..." 17 U.S.C. $ 803(a).
Pursuant to 17 U.S.C. g 803(b), the Judges conduct a hearing to create that "written record,"in'rder

to issue their determination as required by 17 U.S.C. $ f 801(b)(l) and 803(1).

To that end, non-settling parties appeared befoie the Judges for a determination hearing.
At the hearing, SoundBxchange, Inc. (SoundBxchange), a member organization comprised of
copyright owners and performing artists, and the designated Collective in this proceeding, and'r.George Johnson, dba GBO Music, represented the interests of licensors. Seven licensees ~

participated in the hearing.

The hearing commenced on April 27, 2015, and concluded on June 3, 2015. The parties
submitted proposed Qndings and conclusions (and responses thereto) in writing, prior to their .

closing arguments on July 21, 2015. During the hearing, the Judges heard oral testimony &bml
47 witnesses, some of them for both direct case and rebuttal testimony. The witnesses included
16 qualified experts. The Judges admitted 660 exhibits into evidence, consisting ofover 12,000
pages ofdocuments, and also considered numerous illustrative and demonstrative materials'that
focused on aspects of the admitted evidence and the permitted oral testimony.

II. Context of the Current Proceeding

A. Prior Rate Determinations

Congress created the exclusive sound recordings digital performance copyright in 1995.
See Digital Performance Right in Sound Recordings Act of 1995, P.L. No. 104-39, 109 Stat. 336'Nov.1, 1995). At the same time, Congress limited that performance right by granting
noninteractive subscription services a statutory license to perfoxxn sound re'cordings by digit I

audio transmission. In 1998, Congress created the ephemeral recording licens'e and further ~

defined and limited the statutory license for digital yerfo~ance of sound recordings.'ee Digital .

Millennium Copyright Act, Pub. L. No. 105-304, 1:12 Stat. 2860 (Oct. 28, 1998) (DMCA).

80 Fed. Reg. 59588 (Oct. 2, 2015). In publishing both negotiated settlements, the Judges postponed the
designation of a Collective until issuance of the current deternnnation.

Harvard Radio Broadcasting, Inc. (WHRB), Intercollegiate Broadca'sting Sy'stenh, In'c., iHeart Media, Inc., National
Association ofBroadcasters (also representing the interests ofEducational Media Foundation), National Religious
Broadcasters Noncommercial Music Licensing Committee, Pandora Media, Inc., and Sirius XM Radio, inc.
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1. Web I

The Copyright Office commenced the first webcasting rate determination in November 1998.
The resulting rates, published in July 2002, covered a rate period &om October 1998 through
December 2002. Interested parties negotiated rates and terms for 2003-2004, including for the
first time radio broadcasters with Internet simulcast service.'he published webcasting rate
determination confirmed that the willing buyer/willing seller standard in the Act is the
determining standard. The Librarian of Congress (Librarian) determined that rate-setters must
consider the promotion/substitution and relative contribution factors, although they must not
consider those factors determinative, nor are they to use those additional factors to adjust a rate
derived f'rom the willing buyer/willing seller analysis. See 67 Fed. Reg. 45240, 45244 (July 8,
2002). This conclusion is part of the rate-setting precedent that instructs the Judges in the
current proceeding.

2. Web II determination and appeals and Webcaster Settlement Acts

In November 2004, Congress passed the Copyright Royalty and Distribution Reform Act
of 2004 (Reform Act), which became effective in May 2005. The Reform Act established the
Copyright Royalty Judges as the institutional successor to the arbitration panel program managed
by the Copyright Office. The new statute continued the extant 2004 rates tbrough 2005 to enable
the newly created Copyright Royalty Judges program to initiate rate proceedings. The new
statute also expanded the rate period to five years."

The Judges published the determination Rom their first webcasting rate proceeding,
covering the period 2006 to 2010, on May 1, 2007 (8'eb II). In Web II, the Judges
differentiated the rate structure for commercial and noncommercial webcasters. They set
commercial webcasters'ates using a per-performance structure and set noncommercial
webcasters'ates as a flat fee up to a certain usage level, after which the commercial rates would
apply. See 72 Fed. Reg. 24084, 24096, 24097-98. In accordance with the statute, the Judges
established a minimum fee of $500 for each channel or station in either category. The Judges did
not differentiate the minimum fee, as they based it upon the cost to SoundExchange, the
designated Collective, to administer the license. For noncommercial webcasters, the minimum
fee is the only royalty fee due, unless the webcaster exceeds established usage limits.

See 67 Fed. Reg. 45240 (Jul. 8, 2002); see also 67 Fed. Reg.78510 (allowing non-precedential, negotiated
modification of 1998-2002 rates and terms for "small webcasters" under the Small Webcaster Settlement Act of
2002).

'ee 68 Fed. Reg. 35008 (Jun. 11, 2003)(noncommercial webcasters'ates, effective 1998-2004); 37 Fed. Reg.
5693 (Feb. 6, 2004) (subscription and nonsubscription services'nd simulcasters'ates, effective 2003-04, and new
subscription services'ates, effective 1998-2004).
" Public Law 108-419, 118 Stat. 2341. In 2004, the Copyright Office initiated a proceeding to adjust rates and
terms for the Section 114 and 112 licenses for 2005-2006 under the CARP system. Congress terminated this
proceeding, however, and directed that the rates and terms in effect on December 31, 2004, remain in effect at least
for 2005. See 70 Fed. Reg. 7970 at n.2 (Feb. 16, 2005) and 70 Fed. Reg. 6736 (Feb. 8, 2005).'2 Fed. Reg. 24084.
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Intercollegiate Broadcasting System,, Inc. (IBS) appealed. the amount of the minimum fee's
it applied to noncormnercial webcasters. The U.S. Circuit Court for the D.C. Circuit

remanded the issue for furt]her fact-frnding." The Judges~received fiurther evidence and ruled on
remand to keep the minima fee at $500 for al]. licensees, See 75 Fed. Reg. 568 &'3, 56874 (Sept.
17, 2010). IBS again appealedl to the D.C. Circuit, challenging the application of the minimum
fee to noncommercial educational webcasters. Thd coturt lathed the se»tond 8'eb II appeal
pending its resolution o:f a constitutional question raised by IBS in relation to the Judges''eb I!II!
determination. Ultimately, the court again remanded ?Feb II to the J'udges.'he Judges
conducted a de novo review of the record and published their determination on the second
remand in 2014. See 79 Fed. Reg„64669 (Oct. 31, 2014). IBS moved to drop its third appeal of
Web II and the court dismissedl. it on September 11, 2015.

After the Library published the H~eb II dletermination, Congress passed the Webcast»:r
Settlement Act of 2008 (2008 WSA) and. the Webcaster Settlement Act of 2009 (2009 WSA).
These acts enabled webcasters to renegotiate rates and! terms!for!a portion of the lÃeb II rate
period and set rates for the succeeding rate period ('2011-2015). Entities accounting for 95/o of
the webcasting royalties paid to SoundExchange negotiated settlements under the 20!08 WSA and
the 2009

WSA.'.

Web III determjination aud appeals

On January 5, 2009, the Judges comjnenced a procee»Hng to establish rates and terms for
webcasting for the period January 1, 2011, through. December 31, 2015 (Web II1).,'any
interested webcasters had recently reached agreements with SoundExchange pursuant to the
WSAs and did not participate jin the &Veb III proceeding. Only tlnee licensees didl. participate:'ollegeBroadcasters, Inc. (CBI), Live365, Inc. (Live365), and IBS,

CBI's participation was limited to its defense of a proposed settlement it negotiated with
SoundExchange. Under the CBI/SoundExchange agreement,, th»: Judges were asked to adopt
regulations that established a subcategory ofnoncd~erdial webcakterk, v'tz., noncommercial 'ducationalwebcasters (NEWs). The Judges dild so and established the minimum fee for the
educational category at the same level as every other category of webcasting service, i. e,, $500
per year for each station or channel, applicable to the flat fee for usage. See L)igital Performance
Right in Sound Recordings and Ephemeral Recordings, 76 Fed. Reg. 13026 (51arch 9, 2011)

'ntercollegiate Broad. Sys„, In.". v. CoZ&yright Royalty Board, 574 F.3d '748, 771 (D,C. Cir. 2009).
'" Intercollegiate Broadcasting Sys„ Inc., v. Copyrigitt Royalty Board, No. 10-1314 (D.C.'ir. Sept. 30, 2013) (order'rantingjoint motion for vacatur and remandl).

'ntercollegiate Broad. Sys„ Inc. v. Copyright Royalty Board, No. 14-1262 N.C. Cir. Sept. 11, 2015) (order
granting joint motion to disnuss appeal).'9 Fed. Reg. 23102 at n. 5 (Apr. 25, 2014).
" 74 Fed. Reg. 318 (Jan„5, 2009).
" As part of the 8'eb III determination, the Judges confirmed. their adopti'on of agreed rates and terms for
commercial broadcasters (simulcasters) proposed in a settlenient hgr»iemdnt between SoundExchange and NAB. 76
Fed. Reg. at 13027.
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(8'eb II1). Recognizing the operational constraints on educational webcasters, the Judges also
adopted less burdensome usage reporting standards for the category. Educational webcasters not
exceeding 159,140 Aggregate Tuning Hours (ATH) ofwebcasting per month could opt for
sample reporting in lieu ofcensus reporting of each sound recording performance. Educational
webcasters not exceeding 55,000 ATH could forego reporting usage at all by paying a $ 100
proxy fee to defray the cost to SoundExchange ofdeveloping proxy usage data.

For the commercial webcaster rates, SoundExchange and Live365 each proposed a per-
performance rate structure. Live365 attempted to reach a per-performance rate by way of a
revenue analysis, factoring in the webcasting services'osts and a presumed 20% profit, and
applying the remainder of revenue to royalties. SoundExchange approached the calculation by
analyzing comparable market "benchmark" agreements, with adjustments as necessary to
account for differences in the services. SoundExchange relied on interactive services rate
agreements.

The Web III Judges rejected the Live365 attempt to base rates on a service's ability to
pay. Instead, the Judges derived the commercial webcasting rate in )Feb I'l from a review of
market benchmarks presented by SoundExchange. SoundBxchange provided only interactive
services'icenses as benchmarks. The Judges adjusted those benchmarks to account for
significant functional difFerences between interactive services and noninteractive services subject
to the statutory rates and terms.

IBS appealed the Feb III determination.'he D.C. Circuit agreed with the IBS
argument that the Librarian's appointment of the Judges under the Reform Act violated the
Appointments Clause of the Constitution. The D.C. Circuit severed that portion of the Reform
Act that limited the Librarian's ability to remove Judges, remanding the substantive merits of the
determination for decision by a validly appointed panel of Judges. The Librarian appointed the
current Judges and they issued a determination on remand in April 2014. In their 8'eb III
Remand, the Judges relied upon the rates set forth in the WSA agreements between
SoundExchange and the NAB and between SoundBxchange and Sirius XM, and, to a lesser
extent, SoundExchange's benchmark analysis ofvarious interactive agreements. Id.

IBS appealed the Judges'emand determination on May 2, 2014. The D.C. Circuit
afRmed the determination on August 11, 2015.'.

Web IV

When the Judges commenced the present proceeding (Web IV) in January 2014, they
invited all potentially affected entities to consider in the presentation of their respective cases: (1)
the pros and cons of revenue-based rates, (2) the existence or propriety ofprice differentiation in

'ntercollegiate Broad. Sys., Inc. v. Copyright Royalty Bd., 684 F.3d 1332 (2012). SoundExehange and CBI
intervened.

See Determination ofRoyalty Ratesfor Digital Performance Right in Sound Recordings and Ephemeral
Recordings, 79 Fed. Reg. 23102 (Apr. 25, 2014) (Hreb IIIRemand).

'ee Intercollegiate Broad. Sys., Inc. v. Copyright Royalty Bd., Case No. 14-1098 (Aug. 11, 2015).
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a market in which the product (digital sound recordings) can be reproduced at a near-zero
marginal cost, and (3) economic variations among buyers land seller in~ thd relevant inaxket.
The parties addressed many of these issues in their 61ings (including their rate proposals) and in
testimony provided during the proceeding.

III. Judges'esolution of General Issues

A. Rate differentiation

1. Majors vs. Indies

In the evidence presented during the hearing, the Services established a potentially
meaningful dichotomy between rates they pay to %major ~bus a0d those they'pay to'independent'ecordcompanies (indies). Put simply in the marketplace, Services have agreed to pay higher
royalty rates to Majors than to Indies.

The Act provides that the 3udges must differentiate rates ~based upon differences in the'ebcastingservices, but is less clear on whether the 3udges may also establish difFerential ratei
based on differences among copyright owners as revealed by the evidence, To gain clarity on
the latter issue, the 3udges referred to the Register ofCopyrights the novel question whether the
Copyright Act permits the Judges to difFerentiate based on types'of licensors. 'After careful
review, the Register concluded that the 3udges'uestion "d[id] not meet the stattxtory criteria for 'eferral,"and declined to answer it. Memorandum Opinion on ¹vel Question ofLavv, at 7 '(Nov.'4,2015) (Register's Opinion) .

Citing the fact that no party in the proceeding hsd proposed a rate structure that
differentiated among licensors, the Register found that "such a structure was not understood to
be a subject of litigation." Id. at 8-9. Consequently, the Register found that the issue was not 'presented"in the proceeding as required by the "novel question~" provision in 17 U.S.C. g
802(f)(1)(B). Id. at 7. The Register's Opinion appears to be premised, in part, on an
interpretation of the D.C. Circuit's decisions in Settling D'evotional Clai'mants v. Copyright
Royalty Bd., 797 P.3d 1106 (D.C. Cir. 2015), and Intercollegiate Broad. Sys. v. Copyright
Royalty Bd., 574 P.3d 748 (D.C. Cir. 2009). See Register 's Opinion, at 9. The Register appears
to interpret those cases as barring the Judges &om relying'on'theories "6rst presented in'the
Judges'etermination and not advanced by any participant." Id.

Section 802(f)(1)(B) provides that the Register's timely decision of a novel qnestioxx is i

binding on the Judges. Because the Register has declined to decide 'the'uestion that the Judges
referred to her in the current proceeding, however, there is no decision that binds the Judges on
this issue. Moreover, to the extent that the Register's Opinion rests on an interpretation of the .

D.C. Circuit's application of traditional standards of arirni~istrative law to particular facts, that

See 79 Fed. Reg. 412 (Jan. 3, 2014).

This point is exemplified by the different effective rates in the Pandora/Merlin Agreement and the iHeart/Warner
Agreement, discussed infra.
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interpretation does not constitute a resolution of a "novel question concerning an interpretation
of... provisions of'itle 17 that would bind the Judges.

Nevertheless, the Judges acknowledge that interpretation of the evidence out of context
and without adequate input of the parties would be capricious. Moreover, reopening the
proceeding at this juncture, long after the closing of the record pursuant to 37 C.F.R. $ 351.12,
for further evidence and argument on this issue would be improper. The Judges, therefore, do
not resolve the legal issue they referred to the Register and do not set rates in this proceeding that
distinguish among classes of copyright owners.

2. Commercial Webcasters vs. Noncommercial Webcasters

In accordance with the statutory direction to "distinguish among the different types of
eligible nonsubscription transmission services," 17 U.S.C. $ 114(f)(2)(A), the Judges (and the
Librarian of Congress before them) have recognized noncommercial webcasters as a separate
rate category Rom commercial webcasters in prior proceedings. The Judges deemed different
(and lower) rates for noncommercial webcasters to be appropriate because "certain
'noncommercial'ebcasters may constitute a distinct segment of the noninteractive webcasting
market that in a willing buyer/willing seller hypothetical marketplace would produce different,
lower rates than we have determined ... for Commercial Webcasters." 8'eb II Original
Determination, 72 Fed. Reg. at 24097.

The record in the instant proceeding demonstrates some of the reasons why, in a
hypothetical marketplace, a noncommercial webcaster's willingness to pay for sound recordings
would be lower than a commercial webcaster's willingness to pay. For example, a
noncommercial religious broadcaster that streams a simulcast of its broadcasts is prohibited
under FCC regulations &om selling advertising. NRBNMLC Ex. 7000 $ 18 (Emert WDT).
Increased Internet performances are thus unlikely to lead to increased revenue, even as they
result in an increased royalty burden. See 5/21/15/15 Tr. at 5270 (Henes).

See Determination ofReasonable Rates and Termsfor the Digital Performance ofSound Recordings and
Ephemeral Recordings, 67 Fed Reg. 45240, 45258-59 (July 8, 2002) (Web 1); Digital Performance Right in Sound
Recordings and Ephemeral Recordings, 72 Fed. Reg. 24084, 24097 (May 1, 2007) (8'eb II Original Determination);
Determination ofRoyalty Ratesfor Digital Performance Right in Sound Recordings and Ephemeral Recordings, 79
Fed. Reg. 23102, 23122 (April 25, 2014) (8'eb III Remand).

The NRBNMLC also highlights a number of differences between broadcasters and other "pure play" webcasters.
See, e.g., NRBNMLC PFF, at $ 33. No party has proposed noncommercial broadcasters as a rate category separate
from other noncommercial webcasters, and the record does not provide the Judges a sufficient basis to establish
separate rates for those separate categories. Consequently, the differences that the NRBNMLC highlights are
irrelevant.

As discussed above, SoundExchange and two groups of noncommercial webcasters — CBI and NPR/CPB—
submitted settlement agreements covering certain noncommercial webcasters that establish separate, lower effective
royalty rates for some noncommercial webcasters. The Judges adopted these agreements. 80 Fed. Reg. 58201
(Sept. 28, 2015); 80 Fed. Reg. 59588 (Oct. 2, 2015). These agreements demonstrate that willing sellers are prepared
to accept royalty rates for at least some noncommercial webcasters that are different and lower than commercial
webcasting rates.
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Indeed, the NRBNMLC and SoundExchange both proposed that the Judges adopt a
different rate structure for noncommercial webcasters than for commercial webcasters, which .

suggests to the Judges that there is continued support in the marketplace for a different rttte i

structure for commercial and noncommercial webcasters.

Therefore, for all of the foregoing reasons, and in accordance with the Judges'easoning
Rom 8'eb II and 8'eb III, the Judges adopt a separate rate structure for noncommercial
webcasters than the one applicable to commercial webcasters.

3. Simulcasters vs. Other Commercial Webcasters

The NAB participated in this proceeding on behalf of its member terrestrial radib sdtioIns I

that simulcast over-the-air broadcasts on the Internet. iHeartMedia (iHeart) also owns and'peratesterrestrial broadcasting stations that simulcast, in whole or in large part, their over-the-
air progrsmrni~g. In this proceeding, the Judges focusl solely'n~ theI In&rnbt thmkmihsidns 6f ~

these broadcasters.

The NAB argues that simulcasting is different Gom other forms of coxnmercial
webcasting. Given these purported differences, the NAB advocates for a separate (lower) rate
for simulcasters than for other commercial webcastersi The NAB atrers that simulcaitinlg
constitutes a distinct submarket in which buyers and sellers would be willing to agree toi lower i

royalty rates than their counterparts in the commercial webcasting market. See NAB Proposed
Rates and Terms, at 2 (de6nition of eligible transmission) (Oct. 7, 2014). No other party's rate
proposal treats simulcasting differently Rom other commercial webcasting'.

As the proponent of a rate structure that treats simulcasters as a separate class of i

webcasters, the NAB bears the burden of demonstrating not only that simulcasting differs f'rom
other forms of commercial webcasting, but also that it differs in ways that would cause Ail5ngl
buyers and willing sellers to agree to a lower royalty Ate in the 'hypothetical market. As
discussed below, based on the record in the current proceeding, the Judges'do not believe that the
NAB satis6ed that burden. Therefore, the Judges do not adopt a different rate structure for
simulcasters than that which applies to other commercial webcasters.

a. History

No prior rate determination has treated simulcasters differently kom other webcttsters. iln i

8'eb I, the Librarian, at the recommendation of the Register, rejected a CARP report that set a
separate rate for retransmission of radio broadcasts byia third-party distributor', and adopted a'inglerate for commercial webcasters. 67 Fed. Reg. at 45252.

In Web II, the Judges rejected broadcasters'rguments that rates for simulcasting should
be different from (and lower than) royalty rates for other commercial webcasters.

The Librarian also rejected arguments that broadcasters who strenn their own r'adio broadcasts should be treated
differently from third parties who stream the same broadcasts. Id. at 45254.
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The record before us fails to persuade us that these simulcasters operate in a
submarket separate &om and noncompetitive with other commercial webcasters.
Indeed, there is substantial evidence to the contrary in the record indicating that
commercial webcasters ... and simulcasters ... regard each other as competitors
in the marketplace.

Digital Performance Right in Sound Recordings and Ephemeral Recordings, 72 Fed. Reg.
24084, 24095 (May 1, 2007), aff'd in relevantpart sub nom. Intercollegiate Broad. Sys. v.

Copyright Royalty Bd., 571 F.3d 69 (D.C. Cir. 2009) (Web II) .

The NAB reached a WSA settlement with SoundExchange prior to the conclusion of Web
III covering the remainder of the 8'eb II rate period and all of the Web III rate period. At the
request of the NAB and SoundExchange, the Judges adopted the settlement as statutory rates and
terms binding on all simulcasting broadcasters. See 75 Fed. Reg. 16377 (April 1, 2010).
Consequently, simulcasters did not participate in the Web III proceeding, in which the Judges
determined rates for "all other commercial webcasters." Although the Judges did not determine
separate rates for simulcasters in 8"eb III, because the Judges adopted the NAB settlement,
simulcasting broadcasters currently pay different rates than webcasters that operate under the
rates determined by the Judges.

b. Comparable Agreements

In the current proceeding, the NAB presented no benchmarks in support of its rate
proposal, opting instead for an alternative economic analysis. The NAB does not, therefore,
direct the Judges to any marketplace benchmarks to demonstrate different prevailing royalty
rates for simulcasters than for other webcasters.

The only agreements in the record that relate specifically to simulcasting are the NAB
WSA settlement agreement and the 26 direct licenses between iHeartMedia and independent
record labels (the iHeart/Indie Agreements). The NAB settlement (which the NAB repudiates as
a benchmark) does not support the NAB proposal. The average of the settlement rates over the
Web III rate period is precisely the same as the average of the rates that the Judges determined
for all other commercial webcasters in Web III. 'he 2015 rate of $0.0025 per performance is
five times the rate that the NAB proposes for the 2016-2020 rate period ($0.0005).

" The NAB Settlement rates rose I'rom $0.0017 per performance in 2011 to $0.0025 in 2015.

37 C.F.R. ( 380.12(a).

Under the NAB settlement, participating simulcasters initially paid lower per-performance royalty rates than those
set by the Judges in Web III. In later years, however, the rates increased to levels that exceed those set by the Judges
in Web III. As a consequence, simulcasters currently pay a higher royalty rate than all other commercial webcasters.
Since no party has asserted that simulcasters should pay a higher rate than other commercial webcasters, the Judges
do not reach that issue at this time.

See discussion infra, section IV.G.2.

'n both cases the average per-performance royalty rate over the 2011-2015 period is $0.00214.
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The Judges cannot compare the iHeart/Indie rates directly to the NAB settlement rate
because they do not employ a per-performance royalty rate. Instead those agreements set
royalties at the record cotaptmy's pro-rata share of/% of . fee]
e.g., Hx. 3351, at 7-8 (Clear Channel-RPM Hnte~ent License Agreement). Without
additional data (e.g., iHeart's net simulcasting revenues and the number of simulcast
performances of recorded music), the Judges are unable t6 convert the rate
into a per-performance rate. Moreover, there is insufhcient evidence and economic analysis in
the record for the Judges to determine whether the headline rate for simulcastkng in theiHeart-'ndie

agreements folly accounts for the economic value of the liCenses to the parties.~ The~

Judges are unable to determine on this record whether or not the iHeart-Indie agreements support I

the NAB proposal. Therefore, the Judges find that the iHeart-Indie agreements do not provide i

adequate evidentiary support for the NAB's proposed differentiall rate fbr simnicasters.'.
NAB's Qualitative Arguments for 4 Sdpai atb ate for'hnul'casters

In lieu of quantitative benchmarks, the NAB offers several qualitative arguments why'illingbuyers and sellers would agree to lower sinIiuldasting Irate. 8a6h a'rgument proceedis
&om two basic premises: (1) the prograniming content on a simulcast stream is the shme as
progrptmrrtirtg content on terrestrial radio; and (2) terrestrial radio is fundamentally different &)m'usicservices.

i FCC License and Public Interest Requirement

Radio broadcasters, which are licensed and~regulated ~by the FCC, are legally'requir0d tb
act in the public interest. See NAB Hx. 4001 $ 14 (iNewberry WDT). By extension, this
requirement distinguishes simulcasters Rom other commercial webcasters.

The NAB's witnesses testified persuasively'hat the public interest requirement is a key
consideration for radio broadcasters as they conduct their ibusiness. iSee, e.g., 5/20/1$/15 Tr. at
5075 (Newberry); Dimick WDT at $ 33. What is far less clear is the connection between this
requirement and the NAB's proposal that simulcasters'hould pay lower royalty rates than other
commercial webcasters. The NAB did not present any persuasive evidence that the public
interest requirement would in any way affect the royalty routes that v611ing buy'ers 'and sellers
would agree to in the hypothetical market. To the extent the NAB's argument is that, as a matter
ofpublic policy, radio broadcasters'ublic interest requirement justifies lower royalty rates for
simulcasting, that argument is without any basis inisection 1 li4. i

por example, the tttrpt.emertts iytcht tie navmettts that are chttractjarixttd aS ro 'ltiqs fear petrforntances pfrecorded
music by means of . See, e.g., Hg ExI 33)1, 7. ISinle U.S. copyright law confers
no exclusive right ofpublrc performance by means of terrestNial riadid traasm ssicins fbr seund recbrdhtg Copyright
owners, the Judges would need further evidence to determine whether, as apt ecnytnmic matter. these navments
should be treated, at least in part, as compensation for other uses (such as )
covered by the agreements that do require a license under copyright law.'ee,e.g., NAB Ex. 4002 Q 4, 11, 30-40 (Dimick WDT); NAB Ex. 4009 $ 5 (Dimlek WRT); 5/26/15/15 Tr. 5798-
99 (Dimick); 5/20/15/15 Tr. at 5076-78, 5104 (Newberry); NAB Ex. 4003 Q 2, 13-26, 29 (Knight WDT)I NAB Ex.
4005 f[ 14, 24-34 (Downs WDT); 5/21/15/15 Tr. at 5217-19 (Downs); NAB Ex. 4006 g 3, 9-19 (Koehn WDT).
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ii. Local Focus and Community Involvement

NAB witnesses testified that radio broadcasters'ocus on their local market both in their
terrestrial broadcasts and in their simulcast streams. They attribute this local focus to their legal
obligations under FCC regulations, 5/20/15/15 Tr. at 5075 (Newberry), to the needs of their
advertisers to reach customers proximate to their places ofbusiness, id. at 5077-78, and to their
desire to connect with their listeners and, presumably, build listener loyalty. Id. One aspect of
that local focus is involvement in, and reporting of, activities in the community. See, e.g.,
Knight WDT at $ 18; Dimick WDT at $ 33.The Judges find neither record evidence nor an
articulated rationale to support a lower royalty rate for simulcasters based on the purported local
focus of radio broadcasters. The Judges decline to infer such a rationale.

iii. On-air Personalities and other Non-music Content

The NAB stresses the role of on-air personalities, news, weather, and other non-music
content in cultivating the loyalty of radio listeners and distinguishing a radio station from its
competitors. Once again, the NAB ably demonstrated a distinction between simulcasting and
other webcasting, but failed to articulate why that distinction supports differential royalty rates
for simulcasters.

The NAB cites a survey conducted by Professor Hanssens that concluded that 12.2% of
the value that simulcast listeners derive f'rom listening to music-formatted stations is attributable
to "hosts, DJs, and other on-air personalities." NAB Ex. 4012 $ 62, App. 8 (Hanssens WRT);
NAB Ex. 4015 $ 67, Table 5 (Katz AWRT). The NAB presents no evidence, however, that the
on-air time consumed by on-air personalities exceeds, on a percentage basis, the value that
listeners attribute to them. By including non-music content in their transmissions, simulcasters
reduce the number ofperformances of recorded music, thus reducing their royalty obligation
under a per-performance rate structure. The NAB failed to present any evidence that the value of
non-music content is not fully accounted for in this reduction of royalties. Absent such
evidence, the Judges find that the relative amount of non-music content transmitted by
simulcasters versus the amount transmitted by other commercial webcasters does not support a
reduced royalty rate for simulcasters.

iv. Degree of Interactivity

The NAB argues that simulcasters should pay a lower royalty rate in recognition of the
fact that simulcast transmissions are the least interactive form ofwebcasting. The NAB contends
that three SoundExchange fact witnesses—Dennis Kooker, Raymond Hair, and Aaron
Harrison—conceded as much in their testimony and pretrial depositions. NAB PFF at $$ 114-
118.

'ere the Judges to adopt a percentage-of-revenue rate structure, an appropriate adjustment would be necessary to
reflect the lower percentage of recorded music as compared with an Internet music service. As the Judges do not
adopt a percentage-of-revenue rate structure in this proceeding, however, no adjustment is needed.
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(A) Kooker Testimony

Dennis Kooker, President, Global DI.gital Business at'ony Music Entertainment,
testified that

statutory licensees pay for their content at compulsory rates, and. as a consequence
exert downward pressure on privately negotiated rate&&. One of the original
justifications for allowing statutory services to pay these lower rates was that the
offering under the statutory license would provide a user experience similar to
terrestrial radio. Statutory,services coulrl offer channels ofparticular musical
genres, but the prograrruning would be selected by the service. If listeners wanted
to select their progranuning, they would have to pay f'r it through directly
licensed servicei&.

SX Ex, 12 at 15 (Kooker WDT). The NAB contends that "Mh. Kooker recognized a dichotomy
between service-selected programming, which I.s eligible for the lower statutory rate„and
listener-selected programming, wluch requires payment of a higher, directly licensed. rate."
NAB PFF at) 115.

Even acceptiug Mr. Kooker's testimony at face value., it is not a concession that
simulcasters should be charged lower rates than other webcasters. It is clear in context that the
"dichotomy" that Mr. Kooker identifies is that established in section 114 between interactivie
services, which are directly licensed, and noninteractive servIices, which are subject to the
statutory license that is the subject of this proceeding,~ Mr. KotIiker does not state that, among
statutory services„some should pay lower rates than others based on how interactive they are.
Mr. Kooker's testimony does not support a conclusion that he believes simulcasters should pay
lower rates than other webcasters, much less support the conclusion that willing sellers would'ccepta lower rate in the hypothetical marketplace.

(8) Hair Testimony
In his hearing testiniony„Raymond Hair, International President of the Amerjican

Federation ofMusicians, confirmed that he had previously expressed the opinion that services
with greater "functionality" should pay higher rates than services wIith less functionality, 4/29/15
Tr. at 806 (Hair). Mr. Hair's op:inion is not authoritative in thi." context, however, because he
represents neither the buyer nor the seller in the hypothetical transaction that he describes.

'r. Kooker does not cite any evidence of legislative history to support his conclusion that the similarity of
noninteractive webcasting to terrestrIial radio was a "jiustification" for'llowing statutory services to pay lower rates.
That statement is merely an expression of Mr. Kooker's lay opinion.
" Mr. Kooker then argues that that distinction is "rapidly disappearing" in the marketplace. Kooker WDT at I5.

'he earlier statement was in comments Mr. Hair subm:itted on behalf of the AFM to the Copyright Office in
connection with a study on music licensing issues. The comments are not a part of the record of this proceeding.'r. Hair's view ofwhat constitutes "functionality" is not entirely clear, howev:r, though it appears to include the
ability to "hear what I want to hear and hear it when I want to hear it." 1d, at 809,
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(C) Harrison Testimony

The strongest evidence the NAB offers on this point is Aaron Harrison's testimony. Mr.
Harrison, Senior Vice President, Business and Legal Affairs of UMG Recordings, agreed with
the statement "the higher the level of interactivity, the higher the rate" because "higher levels of
interactivity are more substitutional than less on-demand." 4/30/15/15 Tr. at 1101 (Harrison).
Mr. Harrison also agreed that "simulcast is the least substitutional." Id.

As a record company executive, Mr. Harrison's testimony provides some evidence that
record companies would be willing to accept lower royalties &om services that are less
interactive, because those services are less likely to displace sales of sound recordings. The
probative value ofhis evidence in determining whether a differential rate is justified for
simulcasters is limited, however. First, Mr. Harrison was responding to a question posed in the
abstract, rather than identifying specific transactions that he had witnessed or in which he had
participated. Second, Mr. Harrison stated that he was aware ofno empirical data on the subject,
and was merely testifying as to his "perception from being in the industry." Id. at 1102. In sum,
testimony regarding the perceptions of an industry participant carries considerably less weight
than actual examples ofmarketplace behavior. Nevertheless, Mr. Harrison's testimony carries
some weight that hypothetical sellers view the amount of interactivity that a service offers as a
relevant factor in assessing the royalty rate that service should be required to pay. As such, the
Judges consider it together with the other evidence relevant to the NAB's arguments.

Nevertheless, Mr. Harrison's testimony provides little support for the NAB's assertion
that simulcasters generally should be entitled to pay lower royalty rates than other commercial
webcasters. While the NAB posits that simulcasting is less interactive than custom webcasting,
it has not established (or attempted to establish) that simulcasting as a rule is materially less
interactive than any other form ofnon-custom, noninteractive webcasting, all of which would be
subject to the general commercial webcasting rates. The statutory license is available to services
that offer a continuum of features, including various levels of interactivity, which are offered in a
manner consistent with the license. On the record before them, the Judges fmd little support for
attempting to parse the levels of interactivity that the various statutory services offer to try to
cobble together a customized rate structure among categories of commercial webcasters based
solely on statutorily permissible levels of interactivity.

v. Promotional Effect

The record of this proceeding is replete with statements concerning the promotional value
of terrestrial radio play for introducing new artists and new songs to the public and stimulating
sales of sound recordings. See, e.g., Knight WDT $$ 30-31; Dimick WDT $ 43; IHM Ex. 3226 $
7 (Poleman WDT); 4/28/15/15 Tr. at 386-87, 461-62 (Kooker), There appears to be consensus,
or near-consensus, on this point.

The consensus breaks down, however, when it comes to the promotional effect of
webcasting, including simulcasting, The NAB offers a somewhat tautological argument:
simulcasting is, by definition, simultaneous retransmission of the content of a terrestrial radio
broadcast over the Internet; it is, therefore, the same as radio; therefore, it must have the same
promotional impact as terrestrial radio. NAB PFF at $$ 107-113; see NAB Ex. 4000 at $ 83
(Katz WDT); Katz AWRT at $ 98; see also iHeartMedia PFF at $$ 123-124. SoundExchange
disputes this conclusion. See SoundExchange PFF at $$ 897-938.

Determination ofRates and Terms
2016-2020 (Web IV) - 15



As SoundExchange points out, there are a number of differences between terrestrial radio
and simulcasting. For example, terrestrial radio broadcasts ate (hs the NAB stresses) lodallg- I

focused; simulcasts, by contrast, can be accessed throughout the ~country or even overseas. See
5/14/15/15 Tr. at 3909-10 (Peterson); 5/29/15/15 Tr. at 6556 (Kooker); Dimick WDT at $ 12.
The choices available to radio listeners are more limited than those available to simulcast
listeners. See 5/7/15 Tr. at 2522-23 (Wilcox); 5/29/15/15 Tr. at 6556 (Kooker). Through
aggregation sites, such as iHeartRadio and TuneIn, s~uldasting coffer 4steners greater 'unctionality(e.g., the ability to search, pause, rewind aud record) than radio does. See 6/1/I15'r.at 7075-77 (Burress); SX Ex. 27 at 5 (Kooker WRT); 5/26/15/15 Tx'. at'5840-51 (Dirhick).'hesedifferences may affect listening habits iii a way that il~iriitiishes the proinotional
effect of simulcasting. This is supported by uncontroverted evidence that radio advertisers are
generally unwilling to pay to promote their products and services oii simulcast streams, see'ownsWDT at $ 22; 5/21/15/15 Tr. at 5242-43 (Downs), and record companies do not view
simulcasting as having the same promotional impact as terrestrial radio! See 6/1/15 Te at~7045, ~

7048, 7050 (Burress); Ex.3242, at 20, 33 (Walk Deposition, at 75, 129). See also Blackburn
WRT at $ 42 ("neither interactive nor noninteractive services~ have a statistically significant
promotional impact on users'ropensity to purchase chgithl ttacks") (Ex. 24).'n

short, there is no empirical evidence in the record that simulcasting is promotionall toI

the same degree as terrestrial radio, and the narrative that the NAB puts forward to support the
proposition that it is, is flawed at best. The Judges need niot, hovtrever, iIiecide that palticular
question in order to determine whether simulcasters should receive a discounted rate. Whether or
not simulcasting is as promotional as terrestrial radio simply is not the relevantquestion.'he'elevantquestions are (1) whether simulcasting is more promotional than otherfonns of
commercial ~ebcasting and, if so, (2) whether such heightened promotional impact justifies a
discounted rate for simulcasters. Assuming for the sake ofargument that a promotional impact
couldjustify a discounted royalty rate for simulcastersi the NAB~ wcpuld~ be require tb
demonstrate that such promotional effect is greater for simulcasting than for other forms of
commercial webcasting to an extent that would justify a lower rate for simulcasters. The NAB
has not done so.

The licensee services introduced two studies in this proceeding to demonslrate
empirically that statutory webcasting is promotional. Pandora presented a study by Dr. Stephen
McBride that examined the effect on sales ofparticular albums (in the case ofnew music) or
songs (in the case of catalog material) in particular geographi'c regions ifPhnd'ora'did not play
that music in that region. See generally McBride WDT (PAN Ex. 5020). iHeartMedia Ibresenthd '

study by Dr. Todd Kendall that examined the relationship between music purchases madelon i

The NAB and iHeart repeatedly point to evidence that record company promotional personnel thank music
services for playing their artists'usic to support the conclusion 'that'such "spins"'re promotional. See, e.g., Emert
WDT $ 25; 5/13/15 Tr. at 3573 (Morris); 5/21/15 Tr. at 5165 (Poleman); Exs. 3241, 3569, 3570, 3576, 35V5, 3576,
3643. The Iudges do not find this argument persuasive. It is at least bqu@ly plauhiblb that record'conIpany
executives were merely displaying "common courtesy." 6/1/15 Tr. at 7046-47 (Burress).
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certain machines (PCs) and the amount of time that music was streamed on those same
machines. See general/y Kendall WRT (IHM Ex. 3148).

Dr. McBride's study concluded that Pandora has a positive effect on music sales. See
McBride WDT at tt 49. As it was focused solely on the effect that Pandora, a custom radio
service, has on music sales, the McBride study reveals nothing about the relative promotional
value ofperformances by simulcasters as compared with other commercial webcasters.

Dr. Kendall's study compares the promotional effect of interactive and noninteractive
streaming services, finding that noninteractive services have a greater promotional effect. See
Kendall WRT at Ittt 25-29. Again, however, this study fails to compare simulcasters with other
commercial webcasters. The noninteractive services that were included in Dr. Kendall's study
included both simulcast and non-simulcast webcasters. See IHM Ex. 3151 (Exhibit A to Kendall
WRT).

The Judges are well aware of SoundExchange's criticisms of these two studies.
However, for purposes of assessing the strength of the NAB's argument for a separate rate for
simulcasters, it suffices to note that these studies do not even purport to answer the central
question whether simulcasting has a greater promotional effect than other forms of commercial
webcasting. In conclusion, the record does not support a separate rate for simulcasters on the
basis of any purported promotional effect simulcasting may have.

vi. Additional Considerations Supporting the Same Rate for Simulcasters
and other Commercial Webcasters

(A) Competition with other commercial webcasters

Simulcasters and other commercial webcasters compete for listeners. The record shows
that Pandora, the largest commercial webcasting service, regards iHeartRadio, one of the largest
services that aggregates simulcast streams (as well as providing a custom streaming service), as a
competitor, and vice versa. See, e.g., SX Ex. 269, at 18 (including iHeart among Pandora
competitors); see generally Ex. 166 (including Pandora among iHeart competitors). Pandora
broadly includes other interactive and noninteractive streaming services, as well as terrestrial
radio as its corn etitors. See Ex. 159 at 18-19. Internal iHeartMedia emails demonstrate

. See, e.g., Exs. 373,
1028, 1189.The mutual competition between simulcasters and other commercial webcasters is a
strong indication that simulcasters and other commercial webcasters operate in the same, not
separate submarkets. See 8'eb II, 17 Fed. Reg, at 24095.

(B) Proposed Definitions of simulcast

The NAB proposes to define "broadcast retransmissions" (the term used to denote
simulcasts in the Judges'egulations) as follows:

Broadcast Retransmissions means transmissions made by or on behalf of a
Broadcaster over the Internet, wireless data networks, or other similar
transmission facilities that are primarily retransmissions of terrestrial over-the-air
broadcast programming transmitted by the Broadcaster through its AM or FM
radio station, including transmissions containing (1) substitute advertisements; (2)
other programming substituted for programming for which requisite licenses or
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clearances to transmit over the Internet, wireleis data networks, or such other
transmission facilities have not been obtained, (3) substituted programming that
does not contain Performances licensed under i7 U.SIC. ~112(e) ~ and 11'4, and,'4)
occasional substitution ofother progrsmlrtihg that does not change the character
of the content of the transmission.

NAB Proposed Rates and Terms, at 2.

iHeartMedia proposes to amend the current de6nition of"broadcast retransmission"I in 37 I

C.F.R. g 380.11 by adding:

[A] Broadcast Retransmission does not cease to be a Broadcast Retranmission
because the Broadcaster has replaced progrn3T33iytirig m its retransmission of the
radio broadcast, so long as a majority of the progD33333Ttirtg in any given hour of
the radio broadcast has not been replaced. I

iHeartMedia Proposed Rates and Terms, at 3.

Both proposed de6nitions would permit the substitution of substantial portions of the
content ofa broadcast before retransmitting it overl thel Internbt. , in fact, has Qetaty
developed and deployed to accomplish @i
substitution more easily. See 5/13/15/15 Tr. at 3662 (Litt.ejohni see gsnetolly I33M13x! 32I10 I

(Littlejohn WDT).Even if the Judges were persuaded that siniulcast streams bear unique
characteristics that distinguish them 6om other webcast streams, the ability and demonstrated I

willingness ofbroadcasters to alter those streams casts doubt on any proposal to grant
simulcasting lower rates than other commercial webcasters.

d. Conclusion Regarding Separate Rate for Simulcasters

Based on the record in the current proceeding, the Judges do not find that a separate rate
category for simulcasters is warranted. The NAB's arguments in favor ofa separate rate
category for simulcasters lack support in the record, or are otherwise unpersuasive. The bulk of
relevant evidence in the record persuades the Judges that simulcasters and other commercial
webcasters compete in the same submarket and therefore should be subject to the samerate'rantingsimulcasters differential royalty treatment would distort competition in this submarket,
promoting one business model at the expense ofothers.

B. Greater-of Rate Structure

In their notice commencing this proceeding, the Judges inquired about price
difFerentiation in the market and the desirability ofiusitig a percetitage-ef-reve1iue rate sttucture
in lieu of, or in addition to, the per-performance rate structure in'use for the licenses at issue in
this proceeding. Perhaps in response to this solicitatioIn of comment, SoundExchange and 'andoraeach proposed different greater-of rate strLictures'mploying a per-'play rate and a
percentage-of-revenue rate. Nevertheless, all of the Services I apart Rom Pandora oppose
adoption of this two-prong approach. As discussed below, after careful consideration of all rate
structure proposals presented in the proceeding, the Judge's fitid that a greater bfrite 'stri1cture is
not warranted in the current rate period.
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1. SoundExchange's Support for a Greater-of Rate Structure

In support of its proposed greater-of rate structure, SoundExchange makes the following
arguments.

According to Dr. Daniel Rubinfeld and Dr. Thomas Lys (two SoundExchange
economic expert witness), willing buyers and willing sellers have demonstrated a
"revealed preference" for a greater-of rate structure, as evidenced by the adoption of
such rates in the market. For example, many agreements that allow for more "lean-
forward" functionality contain a two-pronged per-play and revenue percentage
structure like the one SoundExchange proposes. '

greater-of structure provides positive economic efficiencies that benefit licensees as
well as licensors. 5/5/15 Tr. 1756-58 (Rubinfeld).
In particular, the greater-of structure provides reasonable compensation to the record
companies because: (1) the per-play prong provides a guaranteed revenue stream,
especially against the vicissitudes of consumer demand; and (2) the percentage-of-
revenue prong allows record companies to share in any substantial returns generated
by a Service. Rubinfeld CWDT at tttt 96; 100.
The greater-of structure benefits the Services because the presence of the percentage-
of-revenue prong, on the upside, allows for a lower per-play rate than would exist if a
single-prong, per-play rate were established, and a lower per- play rate would
encourage entry into the market by new services. Rubinfeld CWDT at tt 95.
The greater-of structure would enable a beneficial form ofprice discrimination. All
else being equal, services facing relatively low price elasticities (facing more inelastic
demand) would be more likely to charge higher prices, earn greater revenues and thus
trigger the percentage-of-revenue prong. Conversely, services facing relatively high
price elasticities (facing more elastic demand) would be more likely to charge lower
prices, generate lower revenues and therefore pay royalties on the per-play basis.
Rubinfeld CWDT at $ 112.

SX Ex.17 at $ 94 (Rubinfeld CWDT); SX Ex. 14 at gtt 25-32 (Lys WDT) (94% of 62 label-service pairings adopt
a greater-of structure). The majority (50% to 60%) of the purely interactive agreements that contain a greater-of
structure utilize the same two prongs that SoundExchange proposes—a per-play rate and a percentage-of-revenue
rate. Rubinfeld CWDT at $ 206; SX Ex. 63 (App. la).
'ee SXEx. 207 Agreement $ 1(b), atl); SX Ex. 2071 (the Agreement ) 1(d), at

2; SX Ex. 33 (the gree~3(b)(2), at 15-16); x. 3365 at
3356 at 9-10; Rubm e 7 ~'s agreements wit ); SXEx. 80;

x. 87 Agree greeme
Term ee greement; Ex. 80

greement; Ex. 5014 greement .

SoundExchange proposed a "55% of revenue" rate as the second prong of its proposed greater-of rate structure
based on Rubinfeld's survey of the revenue percentage shares contained in his interactive benchmark agreements,
which identified a range between 50% and 60% of the services'evenues, with the majority falling between 55%
and 60%. Rubinfeld CWDT at $ 206; SX Ex. 63, App. la (Rubinfeld CWDT App. la). The following
noninteractive services and/or nonsubscription services also have percentage-of-revenue prongs that approximate the
55% rate SoundExchange has proposed:
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2. The Services'pposition to a Greater-ofRate Structure

The Services that oppose the greater-of structure in principle argue that such a strtlcture i

allocates all of the downside risk to the Services alone,'hile'allocating to the record companies
a share ofpotential upside bene6ts. See, e.g., Katz AWRT at $ 140, Such misalloca6on of risk
and reward, according to the opposing Services, not only unjusti6ably allows the record~
companies to See-ride on a service's economic success, but also~ ignores the services'ownside
risk that they will fail to execute their respective business models and go out ofbusiness. See,
e.g., IHM Hx. 3216 $ 19-26 (Pakxmm WDT); Katz AWRT at $ 149.

A further economic de6ciency in this two-prorig approach, according to the opposing
Services, is that it utilizes a percentage ofrevenue rather than a percentage ofprofits. An
investment that raises revenues by less than the cost of the investment would reduceprofits, yet,
under a percentage-of-revenue prong, royalty payments would rise. In such a scenario, the
"upside" &om increases in revenues would not necessarily transl'ate'into axi inCrease in profits. i

See Katz AWRT at f[ 150.

According to the opposing Services, forty-two Iperbenlt os thd h&jor's'ontracts examined
by Dr. Rubinfeld do not contain a per-play prong, contradicting SoundRxchange's claim that the
market has demonstrated a consistent "revealed preference'or a gr'eabhr-of approach. Katz
AWRT at $ 143. According to these Services, aH but one'of the 62 "label-service pairings"
identi6ed by Dr. Lys related to interactive services, thereby fbrther contradicting
SoundHxchange's claim of a revealed marketplace preference for a greater ofrate structure.
5/4/15 Tr. 1474-75 (Lys).

~ 's agreements with Universal, WIuncIr, aiId S/ny ~for Service,
which purportedly does not have on-demaiid fiinctionatity, lhas ~a greater-of~structure with
percentage-of-revenue shares ofbetween / /%+% paid bg the labels. '

~'s agreements with Universal, Sony, and WaIner for streaming
service, which allegedly does not have on-demand functionality, has a greater-of structure
with a pro-rata share ofI% of grednunli net revlenue.

t
~'s free radio service has a percentage-of-revenue ~on~ in its agr'eem'ent with'or a pro-rata navrnent of
gFo'of revenue. See SX Ex. 80, SNDEX 0024312 '201I301(ll at SNl 024322 (

cement). SoundExchanse a"- ~ iowi4~as that several other agr-"; s co
" percentage-of reveuiie prong'of'.

More particularly, the agreements witb ' have a greater-of comper. sati )n
orm ': ' deludes aprorata /II% share or ad revenues for the~ service. SX Ex. 2070 at scotia i 1(l)),

n. 1 i Agreement); ~X Ex. 2071 at section 1(d), p. 2 ( Agreemegg. Also, the
Agreement contains a greater-of structure that incluc ei agro rata share ofg% of gross, non-'unucast we &casting revenues. SX Ex.33 Ii 3(b)(2), at 15-16.

" The NAB, iHeart, and Sirius XM raise additional objections to'the use of apercentage-of revenue prong as
applied to simulcasters. Because the Judges decline to adopt a separate rate that applies only to simulcasters they ~

need not address these additional objections.

These Services assert that there is no economic justification for "rewarding~'ecord'ompanies for"incremental'alue

that is created by the webcaster above and beyond that created directly by the music itself," an additional
value that may arise Rom lower price elasticities not attributable to the sound recordings. See, e.g., Katz AWRT at $ i

148.
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The opposing Services also note that the agreements entered into by and
relied upon by Dr. Rubinfeld, were negotiated as parts of overall interactive

agreements with their record company counterparties, and the specific services within those
agreements upon which Dr. Rubinfeld relies have extra-statutory interactive functionality. See
NAB PFF at g 510, 528-530, 515-518, 525-527 (and citations to the record therein).

The opposing Services point out that the parties to the other agreements relied upon by
Dr. Rubinfeld did not demonstrate an expectation that the revenue prong of the greater-of
formula would ever be triggered (given the relative levels of the per-play and revenue percentage
prongs). See, e.g., PAN Ex. 5110 5/6/15Tr. 6956-57 (Lexton). Rather, according to the
opposing Services, the percentage-of-revenue prongs were added by the record companies
merely to create favorable precedent for future proceedings. See generally Katz AWRT at $ 193-
196; PAN Ex. 5365 at 5-6 (Shapiro SWRT); 5/15/15 Tr. 4025 (Lichtman); 6/2/15 Tr. 7362-63
(Cutler). Consistent with this point, the opposing Services note that:

there is no evidence that has paid royalties under the percentage-of-revenue
prongs of its agreements with or the Indies. See NAB PFF 603 (and record
citations therein); and

I has not paid royalties under the percentage-of-revenue prong of its
agreement with 6/1 Tr. 6896-97 (Lexton)."

3. The Services'pposition to the Percentage of Revenue that SoundExchange
Proposed

Even assuming that a percentage-of-revenue prong should be included in a greater-of rate
structure, the Services (including Pandora) oppose the 55% percent figure SoundExchange
proposed. Their opposition is based on the following arguments:

First, as with his per-play proposal, Dr. Rubinfeld bases his percentage-of-revenue
analysis entirely on the unsupported and economically improper assumption that, in a
competitive market, noninteractive services would pay the same percentage-of-revenue rates as
do interactive services.

Second, the Services assert that SoundExchange's reliance on evidence that the Majors
were able to extract similar supra-competitive rates &om a handful of services that are not fully

With particular regard to the~ agreements the o»»oui»~ Services also note that they were global deals (rather
than U.S.-only deals) and tied rates to the saleof, rendering those agreements inapplicable as
benchmarks. Katz AWRT at $ 248.

Moreover, in this vein, the opposing Services poi»t »»t that did not even estimate the potential value of the
percentage-of-revenue prong in its agreement with Id. at 6895.
" Pandora's RPFF at $ 226 (quoting Rubinfeld CWDT at $ 169 ("I have assumed that the ratio of the average retail
subscription price to the per-subscriber royalty paid by the licensee to the record label is approximately the same in
both interactive and noninteractive markets.")) (emphasis added). Pandora's RPFF at $ 226 (quoting Rubinfeld
CWDT at $ 169 ("I have assumed that the ratio of the average retail subscription price to the per-subscriber royalty
paid by the licensee to the record label is approximately the same in both interactive and noninteractive markets."))
(emphasis added).
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on-demand fails to support an importation of the 55% revenue rate into a fully and effeotively ~

competitive noninteractive market. Pandora's RPFF $ 227 (responding to SX'PFF at g'425-
430).

Third, the Services argue that Dr. Rubinfeld inexplicably'gnored an agreement between
Slacker and Warner for Slacker's DMS-compliartt noniitter)'active radar'o service that re(tluntes
Slacker to pay the greater of % of revenue (or the'stated per-pl'ay rates) T.he terms of this
agreement are in stark contrast to Slacker's agreement with Warner 'for'Slacker's on-demand
serviceun,der which Slacker pays the greater ofI% of revenue (or the stated per-play rates).
PAN Bx. 5222 (Nov. 2013 agreement) at 16-17; see also 5/7/15 Tr. 2495:5-2498:8 (Wilcox).
Similarly, the Services note that Dr. Rubinfeld ignored a Slacker agreement with UniversalI
under which Slacker paid (until June 2014), the greater of IIYo Cf revenue(orlthe,'stated pej-p)(ry
rates)for the oa demand service, but only the greater ofI % of revenue (or the stated piIr-J(lay
rates)for Slacker 's radio service. PAN Bx. 5034 at 0022479&80', 4/30/15 Tr. 1133:6-1135:18 'Harrison).

The Services further note that the~ revenuh-shanttg Jim')tsidn r'elied ou by
SoundBxchange is not for '~'s fic radio service," but ratherapplies only to two preinium
subscription services and specifically excludes ~'s t'ree offerings. Both subscription
services offer on-demand functionality, among other mtertsctive features.

Fourth, the Services point out that Dr. Rubinfeld ignored the gercent-of-revenue levels in
the Pandora/Merlin Agreement and the 27 agreements between and independent
labels as they related to custom (pureplay) webcasting. Among those agreements, all but one
contained aa alternative greater ofpmng with a I% of revwiue rate, fsr less than Dr.
Rubinfeld's proposed 55% rate. See, e.g., PAN Bx. 5014; IHM Bx. 3343. This discussion is

Additionally, the Services
'

out that beginning in June 2014, Slacker arid a to a reduction in
the on-demand percentage to % in exchange for an increase in the basic radio percentage to %, but the radio I

service percentage-prong roy ty rate therefore was still significantly only 64% ofthe ratefor t e on demand
service. PAN Ex. 5035 at 116684-87; 4/30/1 5 Tr. 1137:19-1140;10 (A. Harrison).

See Agreement, SNDEX 0024312 20~ 401~01 (~SX Ex. 80) at 11 of 82 (revenue-share
provisions); id. at 3 fly 82 tfleflning "Portable Service"); Agreqmeqt,
SNDEX0023904 20100528 (SX. Ex. 80) at ..5 of 155 (+flnjng f'TegerfId SSrvi(te" and'tSubscription
Service").
'ee Agreement, SNDEX0023904 20160528 (SX. Ex. 80) at 15'f 155 (describing
functionality oi -Subscription Service").

'dditionally, the Services aver that service relied on by SoundExchange is not DMCA compliant,
and therefore is not a noninteractive splice, as SoundExchange (Ilaini)s..lsM AM PFF W 157=15~ /Bnd citaticns to
the record therein). Furthermore, the g% of revenue share agreed to by~ for the service is
below Sty»»dRJrt bB»t e's»roposed interactivwbased 55% bench@ark ratj~). jcor~g to the pervrcest the provisions
of the agreements cited in this paragraph do got )Iefl+ a~co~parSblei "greater ofeompensatidn
formula," as Soun(tL4xchange cls trna. hut rather reflect a formula iwheteby a pier-play tate (~ded to tt diferent
percent-of revenuefifsfrrr- vt-4- Agreement $ (1)(bj), at I-~X) Ex 2070) ("gpo ot'Net Advertising
Revenue Per Play"); Agreement iI1(d), p.2 (SX Ex. $07/) ("g/$ ofget gdv~mg Revenues per
Play").

'andora notes one outlier, the agreement between andjgeartMedia, that contains ag% of revenue~prong ~

for iHeartMedia's custom offering. The Services argue that this g% rate should be given litt e weight, in that it
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largely academic, however, because, as discussed below, the Judges have determined not to
adopt a greater of rate structure and instead will continue the current per-play structure for
commercial webcasters.

4. The Judges Reject Adoption of a Great-of Rate Structure

The Judges reject the proposals by SoundExchange and by Pandora that the statutory rate
should contain a greater-of structure. Rather, the Judges find that the statutory rate should
continue to be set on a per-play basis for commercial webcasters. The Judges reach this
conclusion for several reasons, any one ofwhich the Judges find to be sufficient to reject the
greater-of approach with a percentage-of-revenue prong.

The Judges first note that none of the percentage-of-revenue prongs in the greater-of
agreements in the record has been triggered, which may suggest that the parties to those
agreements viewed the per-play rate as the rate term that would most likely apply for the length
of the agreement. See, e.g., 6/2/15 Tr. 7362-63 (Cutler) (distinguishing "hard" negotiations over
the iHeart/Warner per-play rate f'rom the percentage-of-revenue prong to which Warner "agreed
because we were never really going to hit that feature anyway.").

Additionally, the agreements, or portions of agreements, relied upon by SoundExchange
in support of a greater of rate structure, are not contained within the benchmarks relied on by
SoundExchange. SoundExchange, through Dr. Rubinfeld, looked at agreements other than his
benchmark agreements to find rate structures with a percentage-of-revenue prong. In other
words, the agreements that SoundExchange contends are most reflective of the marketplace
value of the copyright owners'ights under the statutory licenses do not contain a greater of rate
structure.

Further, for its part Pandora pointed to the 25% revenue rate from the Pandora/Merlin
Agreement to support a greater of rate structure. Unlike the steered rate provision in the
Pandora/Merlin Agreement, however, the 25% of revenue prong was nothing other than a
figurative "cut and paste" of the Pureplay percentage rate. As such, it reveals nothing about
whether the parties in the marketplace would agree to include such a prong in an agreement.
Indeed, Dr. Shapiro proffered virtually no justification for the inclusion of the percentage-of-
revenue prong in Pandora's proposal.

Relatedly, SoundExchange's rationale in support of a greater of structure that record
companies should share in the upside if the Services monetize their models at a faster rate is
wholly unconvincing. Absent proof that the per-play prong had been set too low, there is no
justification for assuming that the record companies should share in that monetization through a

"was only agreed to because it was almost certainly not going to become binding during the term of the agreement."
6/2/15 Tr. 7362:21-7363:5 (Cutler).

When Pandora and Merlin agreed to a lower per-play rate through steering, they created a rate that was not the
higher Pureplay rate. By contrast, the 25% of revenue prong that they incorporated into the agreement, which
equaled the Pureplay rate, reveals nothing about any specific negotiations between Pandora and Merlin over that
term. For example, if Pandora and Merlin had agreed to a 20% or a 30% revenue prong, that fact would perhaps
have been informative of a marketplace term.
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percentage-of-revenue prong in the rate structure. " Dt; Rubinfeld indicated that his "ratio
equivalency" per-play methodology resulted in a per-play royalty payment that approximated
55% of service revenue. Successful monetization by the Services might dxive the percent-of- 'evenueequivalence below 55%, but there is no economic basis to support maintaining that level
with a separate percent-of-revenue prong.

Only SoundExchange and Pandora proposed a two-prong approach, and, as discussed
above, the Judges 6nd their reasons in support of such a structure unpersuasive. Moreover, other
parties raised numerous, valid objections to the use ofa greater-of structure with a percent-6f- I

revenue prong. See, e.g., NAB Ex. 4011 (Weil WRT) (a percent-of-revenue rate would create
uncertainty and controversy regarding the de6nition attd allocation @f revenue).

Finally, by maintaining the statutory rate as a per-play rate, ihe judges're acting in la

manner consistent with prior decisions, consistent with 17 U.S.C. $ l809(a)(1).'lthough new'nd
persuasive evidence could cause the Judges in future proceedings to consider a greater-Of

I

rate structure and a percent-of-revenue rate, no such evidence has been provided to the Judges in'hisproceeding.

For these reasons, the Judges reject the two-pronged rate~proposals proposed by 'oundExchangeand Pandora, and shall continue the ciurhnt Practice of setting the statutory
webcasting rates on a per-play basis.

C. Promotion and Substitution

The Act provides, among other things, that the Judges base their hypothetical
marketplace rates on "economic, competitive[,] and pr'ogr'amr'ni~'g information" that the parties
present, includingpromotion and substitution asfactors that would influence rates in the
marketplace. 17 U.S.C. g 114(f)(2)(B).

As set forth in this determination, infra, the Judges have relied upon certain marketplace
agreement as benchmarks for the setting of the statutory rates. In prior determinations, the '

A potential rationale for the percentage-of-revenue prong is that it could offset a per-play rate that is "too low."
The Judges have taken great care to discount any proposed rate that they believe would be too low to compensate
adequately the licensors for the rights under the licenses. As discussed below', the per'-pla'y rates that the Judges
adopt for commercial webcasters are consistent with rates negotiated 'in tnarketphce dgr~erits. '

This criticism would not apply to the subscription rates for noninteractive services, based upon Dr. Rubinfeld's ~

"ratio equivalency" modeL However, the other criticisms set for6 inlthetext'are'sufhcient to reject the use of a
greater-ofrate structure with a percentagwof-revenue prong even for the subscription rate.

Moreover, the Judges are concerned that, given the limitations of the evidence &n this proceeding regarding'greementswith greater of rate structures, any attempt to "mix arid match" per-play rates with percentage-of-
revenue rates could cause licensors and licensees alike to experience undesirable and potentially destabilizing ~

swings in anticipated revenues and payments over the length of the license. Continuation'of the current per-play rate ~

structure helps to ameliorate this concern.

In prior proceedings, the focus of the question of substitution has been physical'ecord sales. In the current ~

market, however, digital access through interactive services is a revenue stream that might be iaffected by consumers'hoosingthe statutory noninteractive streaming services. To evaluate interactive licenses as benchmarks for 'oninteractiveservices, therefore, the Judges must look at how the latter might prove ~a substitute for the former. ~
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Judges have concluded that contracting parties, as rational economic actors, factor in the
promotion and substitution effects when negotiating direct licenses. That is, parties58

negotiating direct licenses for the performance of sound recordings on services will be cognizant
of the promotion and substitution effects, and those effects will influence the rate at which they
agree to a license. Witnesses on both sides in this proceeding generally agree that promotion and
substitution effects are factored into negotiated agreements. See, e.g., Rubinfeld CWDT $ 31(d);
Shapiro WDT at 39).

The parties'utual awareness reconfirms the Judges'arlier conclusion that the
promotion and substitution effects on royalty rates are "baked in" to a negotiated license rate. To
the extent the Judges adopt a rate based on benchmark evidence, it is not necessary to make
additional adjustments to benchmarks to reflect the promotion and substitution factors. The
Judges hold in this determination, as they have held consistently in the past, that the use of
benchmarks "bakes-in" the contracting parties'xpectations regarding the promotional and
substitutional effects of the agreement. For the noninteractive benchmarks upon which the
Judges rely, this long-standing position to deem substitution and promotion effects as
incorporated into the agreements appears to be fully applicable.

SoundExchange disagrees, however, and points, for example, to testimony &om Charlie
Lexton of Merlin who stated that Merlin never considered the promotional or substitutional
effects when agreeing to the terms of the Pandora/Merlin Agreement. 6/1/15 Tr. 6910 (Lexton).
The Judges find that such testimony is not credible and not sufficient to support abandonment by
the Judges of their long-standing treatment ofpromotional and substitutional issues. Indeed, the
fact that Merlin arguably was so cavalier regarding the impact of the Pandora/Merlin Agreement
on the positive promotional effects or the negative substitutional effects (to interactive streaming,
download sales, and other revenue channels) implies that Merlin either understood the net value
of these factors to be positive or, at worst, neutral. Apparently, SoundExchange infers: "This is
not to say that [Merlin] did not value those terms — of course it did, but there was no precise
calibration of the negotiated rate to Merlin's view of the promotional and substitutional impact of
the deal." SX PFF $ 1101. It strains credulity to think that Merlin was oblivious to the potential
promotional and substitutional effects of the Pandora/Merlin Agreement, yet still proceeded with
the deal on unaltered terms.

Additionally, the Judges reject the argument, advanced by SoundExchange, that the
Pandora/Merlin and iHeart/Warner Agreements are too new and untested to support the
longstanding understanding that substitution and promotional effects are "baked in" to
benchmark agreements. An important aspect of the benchmarking approach is that it credits

See Web IIIRemand, 79 Fed. Reg. 23102, 23119, n. 50 ("The adoption of an adjusted benchmark approach to
determine the rates leads this panel to agree with Web II and Web I that such statutory considerations implicitly have
been factored into the negotiated prices utilized in the benchmark agreements. Web II, 72 Fed. Reg. at 24095; Web
I, 67 FR at 45244.").

The more particular issue of whether noninteractive services substitute for interactive services is part and parcel of
the issue of whether there has been important "convergence" between the two types of services, discussed at length
in connection with the evidence regarding segmentation of listeners based on their willingness to pay.
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sophisticated business entities that have carefully negotiated their agreements with an
understanding ofmarket forces. That is, there is a Prekuniptihn terat marketplace benchmarks
demonstrate how parties to the underlying agreements commit real funds and resources, which
serve as strong indicators o:f their understanding of the market. Ifpromotional or substitutional
effects had separate values that were not already reflected in those rate and play-quantity terms,
rational commercial entiIties would identify those promotional and substitutional effects and.
account for them expliciItly.

The "baked-in" aspect ofpromotional and substitutional effects does not address the: issue
of whether there is a difference between the promotional/substitutional effects of interactive
services, on the one hand, and nozinterac tive services,'on'the'ther. To the extent the Judges
rely on SoundExchange's interactive benchznark to'set'tatutory rates in the nonmteractive
market, the Judges must identic and consider any difference in the promotionaVsubstitutional
effects between these markets:In order to deternune whether to adjust the interactive benchmark
rate.

These potentiIal promotionaVsubstitutional effects hypothetically could. occur in two
different ways. First, the availability of noninteractive services could cause listeners to substitute
noninteractive listenjlng at the expense of'interactive services. Second, norunteractive services ~

could substitute for, or promote less, the sale of soimd recordings through dovmloads or
otherwise. To address these issues, the parties rely'n'expert witness testimony and on the
observational and anecdotal testimony of.'industry witnesses. Tbe Judges find the lay testimony
to be unhelpful and essentially self-serving. Rather, the Judges find this issue to be technical in
nature, and consider the expert testimony', discussed bolo+, t6 bd thh tyclre Of evidence that has'hepotential to identify whether such differences ekistl, SbundEkchhng& reIlied upon the survey
work undertaken by Sarah Butler, a Vice President'at %ERA 'Economic Consulting. The
Services'osition was supported by the survey work of Larry Rosin, President of'Edison
Research.

Ms. Butler, a survey expert, designed and constructed a consumer survey to identify'he
types of music listening Pandora and iHeart substituted for, m the opinion of listeners. SX Ex. 5
at 3. Ms. Butler gathered information from on-line survey respondents on age, gender, and
familiarity with different types of music listenizig formats„She then defined the relevant
population as comprising those individuals who reported themselves as currently using iHeart or
Pandora. For listeners who reported using both of these services, Ms. Butler testified. that she
assigned them to either the iHeart or the .Pandora group. Id. $$ 30-31.

Survey respondents were asked two substantive questions relating to each service. The
first question asked:

Imagine you could no longer listen to music on. iHeart [or Pandora]. Which of the
following statements represents what you would be most likely to do?

Id. tt 38.

~ I would f:md a substitute f'or the music I~ listen to on iHeart [or Pandora]
~ I would stop listening to mus:ic
~ Don't know/unsure
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The second question asked respondents who answered the first question by stating they
would find a substitute for the music they listened to on either Pandora or iHeart:

Which of the following, if any, would be your most preferred substitute for iHeart
[Pandora]?

Id. f 40. Respondents were given a list of alternatives. Id.

Ms. Butler's survey found that for Pandora users, 43.3% would listen to one of the
following services: Spotify (19.7%), iTunes Radio (9.7%), Amazon and Rhapsody (about 4%
each), Google Play and Slacker (about 2% each), and Beats and Rdio (about 1% each). Id. $ 48,
Figure 3. For iHeart users, Ms. Butler's survey showed that 30% would switch to Pandora, and
23.1% would instead listen to another service, including Spotify (10.7%), iTunes Radio (7.5%),
or Amazon, Google Play, Slacker, or Rhapsody (about 1% each). Id. $ 50, Figure 5.

According to SoundExchange, these results show that interactive services are common, if
not predominant, substitutes for noninteractive services, and that listeners would turn to such
interactive services in a hypothetical world in which no statutory noninteractive services were
available. SX PFF g 1130-1131.

The Judges have evaluated Ms. Butler's survey, and the criticisms by the Services, and
the Judges find that there are three significant problems with Ms. Butler's survey that preclude
its usefulness in attempting to demonstrate that noninteractive statutory services substitute for
interactive services. Any one of these problems, standing alone, is sufficient to preclude the
Judges'eliance on Ms. Butler's survey.

First, Ms. Butler's survey fails even to attempt to measure listeners'illingness to pay
(WTP) for different services. See 5/29/15 Tr. 6779, 6796-98 (Butler) (acknowledging that she
did not measure WTP — including whether WTP for any listener was greater than zero). Her
survey also did not test whether the responding listeners had any knowledge of the prices of the
potential substitute services she provided to them when asking her second question. Given that
the Judges are attempting to set rates in this proceeding, a survey that asks "listeners" to rank
substitute services without providing price information fails to provide any meaningful
information as to how those "listeners" will act as "consumers" of streaming services.

Second, Ms. Butler did not select her survey respondents in a random manner, and
therefore had no ability to calculate margins oferror or confidence intervals for her results. See
5/29/15 Tr. 6782 (Butler).

Third, Ms. Butler intentionally assigned virtually all respondents who reported listening
to both Pandora and iHeart to the iHeart group only for further questioning. This caused her to
omit about 40% of actual Pandora users from her results as they related to such Pandora users,
including respondents who reported using Pandora daily. Id. at 6789, 6806-6808.

Accordingly, the Judges cannot and do not rely on Ms. Butler's survey results.

Mr. Rosin, on whose survey the Services rely, conducted his survey in a manner
consistent with the standards and code of ethics of the American Association for Public Opinion
Research, a major survey research standards organization. PAN Ex 5021 at 5, n.2. (Rosin
WRT). Specifically, Mr. Rosin conducted a national telephone survey ofAmericans 13 years of
age and older. Respondents were selected randomly, and 2,006 interviews were conducted via
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landlines and cell phones. The margin of error for ~his ~results was +/- 2%, with a confidence
mterval of95%. Rosin WRT at 5, 7.

The responses to Mr. Rosin's survey revealed, inter cilia, that

~ only 1% to 1.6% ofnoninteractive users reported that their listening was replacihg I

listening on interactive services;
~ only 3.8% of survey respondents would subscribe to pay for an interactive service;
~ only 2% of survey respondents were "very likely" to pay the market monthly

subscription rate of $9.99 for an interactive service, and only 7% were "somewhat
likely" to subscribe at this price point — 91% were "not at all likely" or "not very
likely" to subscribe at that price.

Rosin WRT at 9, 12.

Based upon these 6ndings, Mr. Rosin concluded that&

1. Most consumers are unwilling to pay monthly subscription fees for access to streaming
services.

2. Noninteractive services like Pandora and iHeart are not close substitutes for
interactive on-demand services such as 'Spotify.

3. Only a small market exists for paid (subscription) services.
4. Listeners to Pandora would not otherwise be listening to interactive seivices.

Rosin WRT at 4.

The Judges find Mr. Rosin's random survey to be getierally credible, and certainly more
informative than the non-random survey work done by Ms. Butler. Most importantly, Mr. Rosin .

treated "listeners" as "consumers" — inquiring as to their WTP rathe'r th'an their preferences ~

unconstrained by prices. SoundBxchange argues that even this price-point inquiry indicates that i

some listeners, at some lower price points, might be somewhat likely to subscribe to anon-'emand

service. See Rosin WRT at 10 (only 79% of respondents "not at all likely" or "not very
likely" to spend $4.99 per month for a streaming subscription, and that percentage drops to 69%
if the price is lowered to $2.99 per month). However, lthdre ils nh dispute that 'a minority'f
overall streaming listeners are subscribers (as noted inPa in the discussion of "Convergence"), so
it is not particularly revealing that these levels of survey respondents would consider subscribing
instead to an on-demand interactive service at various lower price points.

The Judges reject the additional criticism by SoundBxchange that Mr. Rosin should not
have presented specific price points to respondents, but rather should have asked if they were
willing to pay a "small fee" for interactive subscriptions. Such a vague phrase would be less
informative, and more subjective, than particular price points. The Judges also reject the

Also, to the extent subscribership might increase if the subscription price were lowered, then the commensurate
royalty derived by SoundExchange's interactive "ratio equivklenby" benhtumtuk analysis (discussed infra) wduld'ikewisebe reduced. Thus, these criticisms ofMr. Rosin's survey results undermine any broad use of
SoundExchange's own interactive benchmark.
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criticism that Mr. Rosin should not have indicated that an alternative to noninteractive services
was to listen to "free" FM radio and that another alternative was to "pay" for a subscription to an
interactive service, because interactive services do offer "freemium" subscriptions, which begin
as See subscriptions subject to a conversion option. The Judges find that Mr. Rosin's language
meaningfully reinforces the different pricing and pricing strategies that exist in the market,
because FM radio is Bee to the listener and on-demand services are designed to obtain paying
subscribers, whether at the outset of the subscription period or by using ad-supported services as
a "freemium" tool to convert listeners into subscribers. (Indeed, SoundExchange's economic
expert, Dr. Rubinfeld, testified that he did not even use interactive ad-supported rates as a
benchmark because they were designed as tools to convert listeners into subscribers.)

The Judges take note of SoundExchange's criticism of Mr. Rosin's decision not to rotate
one ofhis multiple choice answers to the question ofwhat a listener would do ifno &ee
streaming services existed. See Rosin WRT at App. B. The choice "would you just listen to less
music" was always asked last, whereas the other three choices (listen to f'ree FM radio, listen to
your CDs and downloads or watch music videos, YouTube, or Vevo) were rotated.
SoundExchange notes the presence of a potential "recency effect" if one choice is always
presented last, possibly inducing respondents to favor that choice. Mr. Rosin acknowledged the
general existence of such an effect, 5/14/15 Tr. 3755 (Rosin), but he indicated that "pinning"
certain options in a multiple choice question was necessary to enhance the respondents'bility to
comprehend the question. 5/14/15 Tr. 3743-44 (Rosin). The Judges do not find that there was
record evidence sufficient to find that it was unreasonable for Mr. Rosin, in applying his
expertise, to weigh these technical survey issues and construct his choices in this manner, nor do
the Judges find that there was sufficient record evidence to indicate that Mr. Rosin's fundamental
conclusions would have been materially different ifhe had rotated that final choice on that single
question.

Finally, the Judges do not agree with SoundExchange's criticism that Mr. Rosin's survey
is deficient because he failed to describe in sufficient detail the features offered by a hypothetical
on-demand interactive subscription service in one of his questions. 'owever, in that question,
he specifically mentioned Spotify, Rhapsody, and Rdio, see Rosin WRT App. B at 9, and he
identified additional features of an on-demand service (Spotify) in a prior question. See id.,
Question 7E. There is not sufficient record evidence to suggest that the structuring of these
questions in this manner weakens the probative value of Mr. Rosin's survey and conclusions.

Turnmg to the question of whether there is a difference between the substitution or
promotion effects of interactive versus noninteractive services with regard to music sales, the
parties presented different empirical analyses.

iHeart relied upon the expert testimony of Dr. Todd Kendall, who attempted to analyze
the effect of listening to online streaming on music purchases, by reviewing data from 10,000

'r. Rosin basically described them in Question 9A as services that allow listeners to stream music as they choose,
for access but not ownership.
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personal computers over a six month periiod. IHM Ex.'148 It 8 (Kendhll WRT). Dr. Kendall
used three categories of monthly data for each sample computer:~ (I) the amount of tiime spent i

listening to music; (2) the number of digital:music purchases made on Amazon and iTunes; and
(3) the amount of time spent visiting music sites, such as RollingStone.corn. 1d. le 10, 12; see
IHM Exs. 3151-3153.

He then compared the relative promotional effect tif fourteen on-demand services,
including Spotify, with the relative promotional effect ofnine Internet radio services, including
Pandora and iHeart. Kenda.ll WRT gent 9, 15-17. Dr. Kendall found that a 10% increase Iin

listening to Internet radio was associated with a statistically significan 0.0'70% increase in iinukic
purchasing. See id. ]I 22',; IHM Exs. 3154, 3156-3158. Based on this finding, Dr. Kendall opined
that noninteractive services are 15 tim~es more promotional than interactive services. Kendall
WRT tt 5.

There are several important flaws in.Dr. Kendall's work, howev'er, that render it
insufficient for the Judges to concltude that Dr. Rubinfeld's interactive benchmark should be
reduced to reflect a supposed lower promotional effeet. Most infportantly, Dr. Kendall's
conclusion is premised on lus finding that on the computets be anal~~rzed. indivIiduals spent 18
times more time listening to interactive services than to noninteractive services. 5/12/15 Tr,
3274 (Kendall). When listeners spend more time on a service, that drives down thecalculation'f

the number ofpurchases per hour of listeriing, which is the promotional effect being sought by
the analysis.

SoundExchange demonstrated. in its cross-exanunation of Dr. Kendall that this extreme
multiple resulted from the different methods of recording listening time for interactive and
noninteractive services. More particularly, Spotify., a 1'eading interactive service,:is more wi.dely
used on desktop applications, and Pandora is more widely accessed through web browsers. SX
Ex. 1568; 5/12/15 Tr. 3305 (Kendall), Web site: listening measurements where cut off'if the
listener had not interacted with. the Pandora web site. Kendall %AT' 5, n.14. By contrast,
listening measurements based on the use of desktop applications simply measured the time the
application was open on a user's desktop, and otherwise not in hibernation mode, screen saver
mode, or some other siniilar mode. Id. Further,, the default setting for the Spotify application is
for it to launch when. the computer is turned on — even if zlo one is lihterIing. 5/12/15 Tr. 3306&
07 (Kendall).

Simply put, these differences Iin measuring listening time alone skew Dr. Kendall's i

analysis and results. Accordingly, the Judges cannot conclude from bis testimony and analysis
that noninteractive services are more promotional ofmusic sales than interactive services.

With regard to the relative promotional or substitutional effects of interactive versus
noninteractive strean~g services on music sales, SoundExchange relies on the testimony ofDr.
David Blackburn. Unlike Dr. Kendall, he did not attempt to relate the aimount of time spent
listening to these services to increases in purchasing music. Rather, Dr., Blackburn attempted to
determine whether there was any meaningful promotional or substitution effect on music sales as
between those who use the two different types of services',

In this instance, the particulars of the study are ~less importanlt th~an the conclusion. I)r.
Blackburn opined that, based on his analysis, "neither fntdractivd nor non-interactive services
have a statistically significant promotional nnpa.ct on users'ropensity to purchase digital

Determinat:ion ofRates and Terms
2016-2020 (Web IV) - 30



tracks." SX Ex. 24 $ 42 (Blackburn WRT). Because Dr. Blackburn is a SoundExchange
witness, and because the point of the present discussion is to determine whether an interactive
benchmark rate must be lowered or raised to reflect such differences, his conclusion fails to
support any change in SoundExchange's interactive benchmark for promotional or substitutional
effects.

Finally, the Judges take note of Pandora's "Music Sales Experiments" conducted by its
Senior Scientist, Economics, Dr. Stephan McBride. The purpose of that experiment was "to test
whether performance of sound recordings on Pandora have a positive or negative impact on sales
of those sound recordings." PAN Ex. 5020 $ 23 (McBride WDT). However, whether or not
Pandora has a net promotional or substitutional effect does not address the issue ofwhether that
net effect is different &om the net promotionaVsubstitutional effect of interactive services.

Rather, when relying on benchmarks, the Judges deem the benchmark agreements of
rational actors to include an implicit understanding of the promotional and substitutional effects
of their transaction. Therefore, Dr. McBride's conclusions, as well as Dr. Blackburn's criticisms
of those "Music Sales Experiments," do not affect the Judges'ate determination.

D. Impact of Parties'inancial Circumstances

The Services aver that the rates set in this proceeding must be sufficiently low to permit
their business models to be profitable. See, e.g., NAB PFF at $$ 119-149; IHM at $$ 245-57
(and citations to the record therein). Reciprocally, SoundExchange argues that the rates must be
sufficiently high to allow the record companies to cover their costs and to obtain the necessary
returnoninvestment(ROI), plus aprofit. See, e.g., SXPFF at/$ 165-208 (discussing costs and
investments and noting (at $ 165) that "[t]he rates that record companies receive &om streaming
services ha[ve] been — and over the next five years will continue to be — critical to [the record
companies'] ability to make such recurring investments."); 4/30/15 Tr. 972-73 (A. Harrison)
("[T]he profit maximization goal is definitely... a top goal of the company ... and also provides
the incentive to create music.").

The Judges find that they do not need to directly relate the rates set in this proceeding to
the parties'roposed business models. Rather, the Judges'doption of the benchmark method of
determining rates obviates the need to: (1) analyze whether the record companies'osts require a
particular rate to allow them to obtain an appropriate ROI; and (2) protect particular
noninteractive services whose business models might require a low enough rate to sustain their
survival and/or growth. Benchmarks based on marketplace agreements, by their very nature,
reflect the parties'eed for rates that allow them to project a sufficient ROI and enable them to
implement their respective business models.

As with the promotional and substitutional impact of the rates, the Judges conclude that
the benchmarking process "bakes-in" (internalizes) these necessary elements, given the assumed
rational, maximizing nature of sophisticated business entities. Moreover, even if the Judges were
to attempt to ascertain whether a particular ROI could be met by a given rate, or whether a
particular business model could be sustained, the present record would preclude such an analysis.
The Judges would require much more detailed financial and economic data regarding theparties'osts

and revenues before attempting to make such determinations.

Further, as the Judges have previously held, the statute neither requires nor permits the
Judges to protect any given business model proposed or adopted by a market participant. 72 Fed,
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Reg. at 24089. The,Judges further noted in the 8'eb I1I Remand that any attempt by the Judges
to set rates with these ROI and business model Iissues in rriind would essentialjiy convert this
section 114(f)(2)(B) proceeding into a classic public utility style rate-of-return hearing. 79 Fed.
Reg. 23107. None of the parties argues that the statutory standard Ioerrnits such a process, and
neither the D.C. Circuit., nor the Judges (or any of their predecessors) have so held.

E. The Effect of the alleged "'Shadow" of the staltutoryi rate i

The parties assert that the benchmarks that are adverse to their positions are comprotnised'y
the fact that they were set in the "shadow" o:E the statutIory rate. See, e.g., Rubinfeld CWDT

tttt 80-85 (statutory rate as «shadow puslung rates down); Talley WRT at 46;; Shapiro WDT at
36 (statutory rate as a shadow jpulling rates up); 5/15/15 Tr. 3993-94 (Lichtman); Fischel
(same).There are essentially two types of statutory shadows noted by the parties.

The first puqoorted shadow is cast by the existing statutoiy rate, whether set in a CRB
proceeding or through the parties'SA settlements. As an initial matter, the Judges find that
any such "shadows" that could. have been cast by existing statutory rates dIid not meaningfully
affect the effective steered rates in the Pandora/Merlin Agreement or the IHeart/Warner
Agreement. As discussed herein, tho,se rates are below the otherwise applicable statutory rates,
and it would be irrational for a licensor to accept a rate below the statutory rate when. it could
have rejected the direct deal and enjoyed the higher statutory~rate. Also, the supposed shadow of ~

the existing rate is less relevant to the subsc6ptIon-based 'benchmark proffered by
SoundExchange, because it is based on benchmarks that are at a further remove &om the
statutory license. RubirLfeld CWDT f[ 18.

Dr. Shapiro argues that the statutory shadow not only exceeds the marketplace rate, but
also acts like a "focal point," or "magnet," pulling a &eely negotiated rate higher than it would
be in the absence of the statutory shadow. Shapiro WDT at 36-37, However, neither Dr.
Shapiro nor any other expert prov.ides a sufficiently detailed explanation as to how the statutory
rate would pull up a below-statute consensual rate that is otherwise mutually beneficial. Rather,
the experts who advance this variant of the shadow argument simply note the existence of a
"focal point," "magnet" or "anchor" theory in the economic literature and then posit that such an
effect is present in the noninteractive market—without making a sufficient connection between
theory and evidence., Indeed, Dr. Shapiro candidly acknowledged that the focal
point/magnet/anchor hypothesIis is not an "ironclad" erI;onbrruIc llaw. Id.'t 37, n. 65. In sum., th'

Judges do not credit this conjecture as sufficient to affI:ct their dI:terIniiiation of the rate in this
proceeding.

On behalf of SoundExchange, Dr. Talley asserts that the existing statutory rate casts a
shadow so dark as to obscure entirely evIidence of consensual transactions that would. have been
consummated in the noninteractive space, but for the Stattitory rate. More particularly, Dr.
Talley notes that any pairing of w!illing licensors arid licensees ("dyads" in Dr.. Talley's parlance)
in which the licensee's WTP was greater than the s'tab'&tory rate, 'and greater than or equal to, a,
licensor's "willingness to accept" (WTA) (also above the statutory rate), would not consummate
an agreement at a consensual rate, because the buyer wou!ld always default to the lower statutory
rate. SX Ex. 19 at 58 (Talley WRT) (Concluding "in an ecoriomic environment most relevant to
this setting, a statutory licensing option can crowd out negotiated transactions for relatively high-
valuing buyer-seller dyads while not affecting othelr, llaw-lval)ring d)ad&...'. [T]his crowding out
phenomenon can generate downward statisti.cal bia's, leavIing 'behind'. only a, subset ofnegotiated
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deals involving buyers and sellers whose valuations ... reflect[] prices which serve as poor
benchmarks for estimating the price [to which] willing buyers and sellers would agree.)

The Services counter that, although the logic of Dr. Talley's point may be correct, Dr.
Talley's analysis is purely theoretical and he did not examine the evidence to determine whether
his analysis was supported by the facts. In particular, the Services criticize Dr, Talley's
"shadow" argument because he assumes that the "missing dyads" would reflect a significantly
different WTP and WTA than those of the parties who entered into agreements (e.g., the
Pandora/Merlin dyad and the iHeart/Warner dyad). See, e.g., Pandora RPFF 96-103 (and
citations to the record therein). Dr. Talley counters, quite correctly, that the very point ofhis
analysis is that no negotiations or agreements for above-statutory rates would exist because the
parties would not waste their time engaging in bargaining that was made moot by the statutory
rate. Id. at 6032-34.

Dr. Talley suggests though that Dr, Rubinfeld's interactive benchmark may approximate
the "unseen" noninteractive transactions because it is affected less by the shadow of the statutory
rate. Id. at 6036. However, that argument fails to note the fundamental distinction in Dr.
Rubinfeld's benchmark—that it pertains to an upstream market for interactive licensees in which
upstream demand is derived Rom downstream consumers who have a positive WTP for
streaming services, The "missing dyads," so to speak, would be those in the upstream
noninteractive market in which the "missing" agreements would reflect only the downstream
demand of listeners to f'ree-to-the-listener ad-supported platforms, not those dyads identified by
Dr. Rubinfeld in the subscription market,

Relatedly, the Services also criticize Dr. Talley's argument because it fails to note the
potential steering, "competitive dynamics" or other interactions that would cause dyads to cluster
closely. 5/19/15 Tr. 4660-61 (Shapiro).

On balance, the Judges find Dr. Talley's criticism, albeit rational and hypothetically
correct, too untethered &om the facts to be predictive or useful in adjusting for the supposed
shadow of the existing statutory rate. The Services'riticisms are likewise speculative, but that
simply underscores the factual indeterminacy of Dr. Talley's argument. Further, Dr. Talley's
point appears to be a back-door way to question both the applicability of the benchmarks in the
noninteractive market, as well as the benchmarking process itself. However, the Judges have
found that the Pandora/Merlin Agreement and the iHeart/Warner Agreement to be sufficiently
representative benchmarks (and have found that Dr. Rubinfeld's benchmark analysis is likewise
representative) in particular segments ofthe statutory market. This segmented analysis

For example, assume the statutory rate was $ .0010. If a licensor had a WTA of $0.0015 and a licensee had a WTP
of $0.0020, then in the absence of a statutory rate, these parties would strike a deal between $0.0015 and $0.0020.
However, with the statutory rate at $0.0010, the licensee would not negotiate, but would default to the lower
statutory rate. Dr. Talley describes such a foreclosed agreement as having been obscured by the shadow of the
statutory rate.

This important distinction between listeners based on their differentiated WTP is discussed in greater detail infra
in connection with Dr. Rubinfeld's proposed benchmark.
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strengthens the representativeness of the benchinarks and wezikens the speculative argument that
"missing dyads" might tell a d:ifferent story.

The second shadow identi]:red by the parties is recast by the statutory rate yet to be
established in this proceeding. The record is replete with ~evidence that'he parties entered into
various transactions with the knowledge, ifnot the intent, that such agreements could be used as
evidentiary benchmarks in this proceeding. See SX PFF t[$ 567-'570 (and citations to the record
therein regarding the Pandora/Merlin Agreement); IIV'FF $$ 359-362 (and citations to tlIie

record therein regarding Apple's agreements with the '.Majors); NAB PFF f[tt 456-458. Of
course, a proposed benchmark is not disqua]ified because a contracting party wanted it to be a
benchmark. Such a des:ire would apply to otherwise proper bene:hmarks as it would to dubious~
benchmarks. The Judges analyze the proposed berichijnarks IIzaseId o6 the overhll factual mejrits
attendant to their formation and applicability, not based upon the; parties'opes or
manipulations. If a benchmark is deficient in some manner, the adversarial process of this ~

proceeding allows the parties to expose those deficiencies.

The Judges agree with a particular ciiticism. made,by iHeart,of the shadow argument
asserted by SoundExchange: in the absence of the statutory shadow, the antitrust policy toward
the noninteractive streaming market could well be different. Cf. 141 Cong. Rec. S. 11,962&63
(daily ed. Aug. 8, 1995) (Letter &om As& ist znt Att6rnz!y Gen'eral Airdrew Fois to Hon. Patrick
Leahy, July 21, 1995, noting that any noncompetitive rates created by the existence of only a
single collective could be corrected by the "rate panel."). Although that comment was made in
connection with the potential anticompetitive consequence of a single collective,:it suggests to ~

the Judges that the so-called shadow" of the statutory rate offsets any potential device that
would cause rates to deviate &om an "effectively competitive" level.

Thus, to the extent the "shadow of antitrust law" has receded, it was counterbalanced by
the "shadow of the statutory rate."'ccordingly, the presence of the so-called statutory shadow
appears to reflect a trade-off and a second.-best solution, rather than a distortion of an effectively
competitive marketplace.

Additionally,, the Judges'onsideration of the Pandora/Merlin Agreement and the
iHeart/Warner Agreement as appropriate benchmarks for the ad-supported (free-to-the-listener)
market obviates the supposed "shadow" problem. In both. benchmarks, the rate is below the
otherwise applicable statutory rates. The: statutory rates did not cast, a shadow that negatively
affected the licensors in those agreements because (as noted inPiv) they voluntarily agreed to
rates below the appli.cable statutory rates (in exchange for'he steering ofmore plays), rather than
defaulting to the higher statutory rate„

Further, in the srzbscription market the Judges have adopted the'SoimdExchange
benchmark approach, which analogizes between the interacti ve and noninteractive markets. As
Dr. Rubinfeld testified, the interactive contracts on~ winch~ he relied for his subscription-based

" The issue of "effective competition" is discussed at length, infra.
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benchmark "minimize[] the effect of the statutory shadow" because the interactive services
cannot default to the statutory rate. Rubinfeld CWDT $ 18.

Finally, the Judges emphasize that they find the "shadow" criticism to be both nihilistic
and self-contradictory. If the "shadow" infects all benchmarks so as to disqualify that method of
rate-setting, then the parties would need to adjust or abandon their benchmarking strategies and
develop new bases for analysis. That could mean the wholesale abandonment ofbenchmarking,
to be replaced by a valuation approach yet to be applied and accepted in these proceedings,65

F. The Legal Issue of Whether Effective Competition is a Required Element of the
Statutory Rate

The statutory language that includes the "willing buyer/willing seller language also
commands that "[i]n determining such rates ... the ... Judges "shall base their decision on
economic, competitive and programming information presented by the parties ..." 17 U.S.C. $

114(f)(2)(B) (emphasis added). Accord, 17 U.S.C, $ 112(e)(4) (regarding ephemeral licenses).
Several previous decisions by the D,C, Circuit, tbe Librarian, the J'udges and the CARP (in Web

I) have discussed the concept of "effective competition" and its relationship to section
114(f)(2)(B).

SoundExchange and the Services disagree as to whether section 114(f)(2)(B) and prior
decisions require the Judges to set a rate that reflects an "effectively competitive" market
populated by willing buyers and willing sellers, SoundExchange argues that no authority allows
for such a requirement, while the Services assert that the statute and prior decisions require the
Judges to set rates that would be established an "effectively competitive" market,

The Services construe section 114(f)(2)(B) as explicitly requiring the Judges to utilize
competitive information introduced in evidence to set a marketplace rate that reflects "effective
competition," and to adjust an otherwise appropriate benchmark in order to reflect "effective
competition." In support of this position, the Services make several principle arguments.

The Services assert that prior decisional law constitutes precedent that requires the Judges
to set rates that are "effectively competitive." They point to the most recent determination by the
Judges — the 8'eb IIIRemand — in which tbe Judges approvingly cited and relied upon the

As explained elsewhere in this determination, the Judges have rejected the non-benchmarking approaches to rate
setting proposed by some parties in this proceeding. They were not rejected because they were not benchmarks, but
because each was unpersuasive in its own right.

As discussed in more detail in this determination, SoundExchange asserts that its interactive benchmark need not
be reflective of an "effectively competitive" market because such a requirement is not contained within section
114(f)(2)(B). SoundExchange also argues that, assuming an "effectively competitive" market standard is part of the
statutory scheme, its interactive benchmark is a product of effective competition. The Services argue that their
respective proposed benchmarks reflect rates that have been set in an "effectively competitive" market, unlike
SoundExchange's proposed interactive benchmark that is the product of a market lacking the necessary competitive
features. iHeart and Pandora each maintains that, even assuming that the statute does not contain an "effectively
competitive" market standard, their respective benchmarks are nonetheless appropriate, because they represent the
rates to which willing sellers and willing buyers would agree in the market, notwithstanding whether those rates
reflect "effective competition."
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language in prior decisions by the Librarian in W'eb I and the Judges in Web II regarding thd ne!ed
to set rates under section 11.4(f)(2)(B) that reflect those that would be set in an "effectively'ompetitivemarket." 8'eb.III.Remand at 23114 n.37. The NAB ftuther notes that in Web Il; the ~

Judges held that "neiither sellers nor buyers can be said to be "willing'artners to an agreement if
they are coerced to agree to a price through the exercise of overwhelming market power." JFeb
II at 24091. SiriusXM emphasizes other particular language from Web II, which states: "At&t

effectively competitive market is one in which super-c'ompeti'tive price( or below-market pr!iced
cannot be extracted by sellers or buyers...." 72:FR 'at 24091.'he

NAB emphasizes that in the present proceeding the Judges must follow these
decisions because 17 U.S.C. $ 803(a)(1) expressly requires the Judges to act in accordance with
the Librarian of Congress's interpretation. NAB PFFCL ft 689. The Services also rely on a
decision by the D.C. Circuit as persuasive, if not binding precedent, because it states that section
114(f)(2)(B) "does not require that the market assumed by the Judges achieve metaphysical
perfection in competitiveness. " Intercollegiate Br&ad. SJ! s., Enc. v. Copyn'ght Royalty Board,
574 F.3d 748, 757 (D.C. Cir. 2009) (emphasis added). Apparently, the Services construe the use
of the adjective "metaphysical" to require, or at least suggest) that the rates reflect some lesser,
yet nonetheless effective qrtantum of compe'tition.

The Services further argue that the legislative ldstory of Section 114 reflects a
Congressional intention for rates to be set at a level. that avoids "higher-than-competitive prices."
See 141 Cong. Rec. S11945-04, S11962 (1995),. In similar fashion, according to the Services, i

the legislative history makes it plain that the wHIling buyer/willing seller standard in section 114
was intended to direct the CAPS'now the Judges) "to determine reasonable rates and. terms.").
H.R. Rep. No. 105-796, at 86 (Conf. Rep.); see H.R. 8.ep. N6. 104-274,', at 22 (1995) (the
legislative history of the, DPRSRA expressly provides that in the rate proceeding "[i]f
supracompetitive rates are attempted to be imposed. on operators& the copyright arbitration 'oyaltypanel can be called on to set an acceptable tate'."). In'this regard, the Services note that
the Department of Justice's objection to an earlier draft of'the statute, relating to whether the
record companies could negotiate exclus:ively tlu'ough a conn&non agent! was resolved because
the ratemaking body (now the,Judges) could intercede and establish reasonable rates. 141 Cong.
Rec. S. 11,962-63 (daily ed. Aug. 8, 1.995) (Letter &om Assistant Attorney General Andrew Fois
to Hon. Patrick Leahy, July 21, 1995, noting that any noncompetitive rates created by the
existence of only a single collective could be corre&'.ted by the "rate panel.").

The Services also note that, in comparable circumstances, courts construe "reasonable
rates" to be those "rates that would be set in a competitive market." ASCAP v. Shov&time/The
Movie Channel, Inc., 912 F.2d 563, 576 (2d Cir. 1990); see also NAB PFFCL ptt 706-709 (and
cases cited therein); In re P'andora Media, Inc., 6 P. Supp,', 3d'. 31'7, 3'53-'54 (S.D.N.Y. 2014), aff'd
sub nom. Pandora Medi'a, Inc. v. ASCAP, 785 F.3d 73 (2d. Cir. 2015).

Finally, the NAB asser&Is that the statutory histories of'he DPRA and the DMCA reflect a 'ongressionalintent: to create a three-tier performalnce rig!ht/ttate strt!Ictttre, whi:reby: (1)
terrestrial radio continues to enjoy Bee access to sound recordings; (2) interactive services must
pay market-negotiated royalties in order to play sound recordings on demand; and (3)
noninteractive services, fall.ing between these bvo extremes, cannot play sound recordings for
free, shall not to be subjected to the pure!iy market rates paid by on-demand interactive services
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and, instead, shall pay intermediate rates set by the Judges (formerly the CARP arbitrators
subject to Librarian review). See NAB $$ 678 et seq.; 682 et seq. (and authorities cited therein).

On the other hand, SoundExchange construes section 114(f)(2)(B) as precluding the
Judges from adjusting an otherwise appropriate benchmark in order to reflect "effective
competition." In support of this position, SoundExchange makes several principal arguments.

First, SoundExchange emphasizes that the words "effective competition" or the like are
not included within the statute. Thus, SoundExchange maintains that the plain language of the
statute clearly does not include such a standard. SX PCOL $ 21.

Second, SoundExchange relies upon a statement by the CARP in 8"eb I that "the willing
buyer/willing seller standard is the only standard to be applied." In re Digital Performance Right
in Sound Recordings and Ephemeral Recordings, No. 2000-9 CARP DTRA 1%2 at 21 (Feb. 20,
2002), appv

'd and modif'd by Librarian, 67 Fed. Reg. 45240 (July 8, 2002) (Web I).
SoundExchange construes this language as confirming the exclusion of the "effectively
competitive" condition &om the "willing buyer/willing seller" marketplace standard.

Third, SoundExchange argues that the "willing buyer/willing seller" standard is
essentially a restatement of the traditional "fair market value" test. See id. at 45244 (the
Librarian 's Web I decision notes that the statutory standard requires rates that reflect "strictly
fair market value"). The Supreme Court has defined "fair market value" as SoundExchange
notes, as "the price at which the property would change hands between a willing buyer and a
willing seller, neither being under any compulsion to buy or sell and both having reasonable
knowledge of relevant facts." United States v. Cartwright, 411 U.S. 546, 551 (1931).

Fourth, SoundExchange argues that statutory enactments of the fair market value test and
its willing buyer/willing seller component constitute adoptions of a recognized common law
definition of the test. Therefore, the common law meaning should prevail because it is a "settled
principle of statutory construction that, absent contrary indications, Congress intends to adopt a
common law deflnition of statutory terms. United States v. Shabani, 513 U.S. 10, 13 (1994); see
also United States v. Wells, 519 U.S. 482, 491 (1997) (same).

Fifth, SoundExchange points out that, when Congress intends a legal standard to be based
on "effective competition," it makes the point expressly, and explicitly defines "effective
competition." Cf. 47 U.S.C. $ 543(1)(1) (defining "effective competition" in the Cable
Television Consumer Protection and Competition Act of 1992).

Sixth, SoundExchange characterizes the references to effective competition in
Intercollegiate Broad. Sys. and Web I as mere dicta that may be ignored by the Judges.

Seventh, SoundExchange asserts that any attempt to apply an "effective competition"
requirement would render the statutory test indeterminate, unworkable, and vague.
SoundExchange notes that the Services'conomic experts acknowledged the absence of a
"bright line" separating a market that is "effectively competitive" from one that is not. Moreover,
SoundExchange asserts that there is no evidence or testimony setting forth what the level of rates
would need to be in SoundExchange's proffered interactive benchmark market, in order for it to
equate with "effectively competitive" rates.

Having considered the issue and the parties'ositions, the Judges conclude that they are
required by law to set a rate that reflects a market that is effectively competitive. The Judges
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reach this conclusion through a consideration of the plain meaning of the statute, the clear
statutory purpose, applicable prior decisions, and the relevant legislative history.

The Judges'tarting point is the language of the statute itself. The statute requires that'heJudges "shall base their decision on [inter alia] 'competitive .'.. information presented by the
parties ...." 17 U.S.C. g 114(f)(2)(B) (emphasis added); accord, 17 U.S.C. $ 112(e)(4) (identical
language for the setting of rates for the ephemeral liceme). The D.C. Circuit has expressly noted ~

that, by this specific language, "Congress required the Judges to follow certain statutory
guidelines" one ofwhich is that "the Judges must 'base [their] decision on ... competitive ...
information presented by the parties.'" Intercollegiate Broad. Sys., Inc. v. Copyright Royalty
Board, 574 F.3d 748, 753 (D.C. Cir. 2009).

SoundHxchange invites the Judges to ignore this statutory directive and judicial
command. The Judges cannot. The parties presented the Judges'with voluminous evidence and
testimony comprising the required "competitive information" relating to Dr. Rubinfeld's
proposed interactive benchmark market, the Services'roposed noninteractive benchmarks) the
noninteractive market at issue in this proceeding, and the alleged differences and similarities
among them. " The Judges are cornrow»ded by the statutory language quoted above to "base
their decision" on precisely this sort of information'nd, as Intercollegiate Broadcast System
makes plain, it would be legal error for the Judges to ignore this statutory directive.

The Judges further conclude that, even if the directive that they t'sM1"'onsider 'ompetitiveinformation could be somehow construed as ambiguous~, their consideration of ~

"competitive information" is certainly a permissible, reasonable, and rational application of
section 114, for a number of reasons.

First, the D.C. Circuit, the Librarian, the Judges, and the CARP have all acknowledged
that the Judges can and should determine whether the proffered rates reflect a suf5ciently
competitive market, i.e., an "effectively competitive" market. The Judges made this point cleatjly l

in their decision in the 8'eb IIIRemand, which included. a summary of the past decisional
language regarding the section 114 standard:

The DC Circuit has held that this statutory section does not oblige the Judges to set rates
by assuming a market that achieves "metaphysical perfection and competitiveness."
Intercollegiate Broad. Sys., Inc. v. Copyright Royalty Board, 574 F.3d 748, 757 (D.C. Cir. 2009).
Rather, as the Librarian of Congress held in 8'eb I,:the: "willing seller/willing buyer" standard
calls for rates that would have been set in a competitive marketplace." '7 FR at 45244-45'emphasisadded); see also Web II, 67 FR at 24091-'93 '(explaining that 8'eb I required an
"effectively competitive market" rather than a "perfectly competitive market." (emphasis added)).
Between the extremes of a market with "metaphysically perfect competition" and a monopoly ~

The "competitive information" provided by the parties was'xtensive. SoundExchauge and the Services provided
factual and expert testimony regarding: (1) the "upstream" market (ini wldch streatning ser'vices aoquire licenses
from the record companies); (2) the "downstream" market (m which streaming services may (or may not) compete
with each other for listeners); (3) the horizontal "upstream" market (where the record companies compete (or fail to
compete) with each other; and (4) the interactions of these several markets.
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(or collusive oligopoly) market devoid of competition there exists "[in] the real world ... a mind-
boggling array of different markets," Krugman K Wells, supra, at 356, all of which possess
varying characteristics ofa "competitive marketplace." 8'eb III Remand, 79 Fed. Reg. at 23114,
11.37.

It is noteworthy that SoundExchange has not characterized the 8'eb IIIRemand decision
as dicta. Thus, even if the prior language on which the Web IIIRemand Judges had relied was
dicta, there is no argument that the holding in the 8'eb IIIRemand was dicta. It is also
noteworthy that SoundExchange did not assert that the holding in 8'eb II, that an excess of
market power can preclude a finding that a buyer or seller was a "willing" participant, was
dicta.

In Web III, a licensee, Live365, asked the Judges to reject certain of SoundExchange's
proposed benchmarks that were based on the Webcaster Settlement Act (WSA) agreement
between SoundExchange and the NAB, and the WSA agreement between SoundExchange and
Sirius XM. (The parties to those agreements agreed to allow those WSA agreements to be
introduced as evidence in Web III.) Live365 argued that "the rates ... reflect the monopoly
power of a single seller in those two contracts." 79 Fed. Reg. at 23113. The Judges rejected that
argument — and did so by taking a "decisional path" of reasoning based on: (ti a conclusion that
an effective level of competition was requued for tbe Judges to adopt those benchmarks; and (2
the facts of the case that demonstrated the sufficiently competitive nature of those benchmarks.
That legal conclusion and that factual finding led the Judges to an application of law to fact
whereby they concluded that the proposed benchmarks were reflective of an effectively
competitive market and therefore satisfied the section 114(f)(2)(B) standard. Specifically, the
Judges held in the 5'eb IIIRemand:

An oligopolistic marketplace rate that did approximate the monopoly rate could
be inconsistent with the rate standard set forth in 17 U.S.C. $ 114(f)(2)(B), as that
standard has been set forth by the D.C. Circuit and the Librarian of Congress....

Not only did SoundExchange fail to assert that the 8'eb III Remand decision regarding "effective competition"
was dicta, that decision could not possibly be construed as dicta. The distinction between a holding and dictum has
been thoroughly analyzed and succinctly stated:

A holding consists of those propositions along the chosen decisional path or paths of reasoning that (1) are
actually decided, (2) are based upon the facts of the case, and (3) lead to the judgment. Ifnot a holding, a
proposition stated in a case counts as dicta.

M. Abramowicz and M. Stearns, Defining Dicta, 57 Stan. L. Rev. 953, 961 (2005). Courts have long held that, in
contrast with a "holding," dicta as "language unnecessary to a decision, ruling on an issue not raised, or [an]opinion
of a judge which does not embody the resolution or determination of the court, ... made without argument or full
consideration of the point." Lawson v. U.S., 176 F.2d 49, 51 (D.C. Cir. 1949). As detailed in the text, a
consideration of the pertinent ruling in the Web IIIRemand and of the ultimate decision in the Web IIIRemand
itself, demonstrates that the statements regarding the necessary competitive state of the market were clearly holdings
rather than dicta.

Both Sirius XM and the NAB assert in the present proceeding that those two WSA settlement agreements were
not reflective of effective competition, based on evidence they have presented in this proceeding but was not
presented in Web III. That issue is addressed infra, but, for present purposes, the pertinent point is that the Judges
found on the Web III record that these WSA settlement agreements reflected an effectively competitive market.
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[I]n this proceeding the evidence demonstrates that sufficient competitive factors
exist to permit the [benchmarks] to serve as useful benchmarks, and does not
demonstrate that the rates in the [benchmarks] approximated monopoly rates.

The parties presented no evidence f'rom which the Judges could conclude ...that
SoundExchange necessarily wielded a level ofpricing power sufficient to affect
the use of the WSA Agreements as benchmarks.

79 Fed. Reg. at 23114 (empha. is added). Thus, in the We& IJI Rkmtrnd, th6 Ju'dges
unequivocally applied the prior pronouncements of'the D.C. Circuit,, the Librarian and the Judges
to render an unambiguous holding: (1) adopting a competitiveness standard; (2) applying the
facts to the competitiveness standard; and (3) using that applicatIion of facts to law to reach theIir
judgment. Alternately stated (and applying the D.C. CIircuit'8 Lawson 'definition of dicta quoted
supra), this decision regarding "effective cojmpetition'" in the Web IIIRemand was necessary to
determine an issue raised in the proceeding (the effectively competitive status of the WSA
settlement agreements), after argument and full consideration.

Moreover, even past di cta "deserves serious consideration" in subsequent decisions when 'sufficientlypersuasive„" )XS. v. Libby, 475 F. Supp. 2d 73, '81 (D.D.C. 2()07). Thus,
"persuasive dictum in an important early case [can] establish[] [a] piinc,iple" to be followed by
other courts. Committee ofU S. Citizens Living in Nicaragua v. Reagan, 859 F.2d 929, 938-39
(D.C. Cir. 1988). Accordingly, ahthough SoundExchange assets that the statements relating to an
effectively competitive market in the D.C. C'ircuit's Inter'collegi'ate Broadcast System decision
and the Librarian's IVeb I decision were dicta, the Judges in 8"eb II, the 8'eb III Remand and the
present proceeding were all clearly able to convert such asseitted'dicta into'biiiding holdings.

Thus, the Judges conclude that they are 'bound to follow the prior directives that instruct
them to make certain that the statutory rates they set are those that would be set in a hypothetical
"effectively competitive:" market. In light of this conclusion, based on the foregoing reasons, the
remainder of the arguments an: insufficient to alter the Judges'ecision in this regard.. However,
in the interest of completeness,, the Judges address other arguments, including those raised by the
parties, that further support their conc:lusion.

The Judges agree that the legislative history supports the conclusion that section 114
directs the Judges to set rates that reflect the workings of a hypothetical effectively competitive
market. The legislative history equates rates set under the willing buyer/willing sellerstandard'ith

"reasonable rates." As the Services note, the phrase "reasonable rates" has been. constjwed
by the rate court, in an ainalogous context, as "rates that would be set in~ a competitive market."

The Judges are informed by the analogous use of the willing'buyer/willing seller standard
in eminent domain law. See, e.g., Kirby.Forest Ind., Inc. v. U.S., 467 U.S. 1, 10 (1984) (applying'illingbuyer/willing seller test in eminent domain valuation dispute). In such'ases, the coiurtc
must consider whether to award a forced sell.er the "holdout" value of the seller's parcel„an
additional value that exi.sts solely because the seller's property is a necessary complement to the
other properties that are needed by the govenunental unit. As discussedh in detail inPa, it is
precisely this complementary oligopoly value theat the Judges are declining to include in the
statutory rate based upon their ana~lyses of the parties'eitchuiarks proffered iti this proceeding.
Cf. Thomas Miceli and C.F. Sirmains, The Holdout Problem, Urban Sprawl and Eminent
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Domain, 16 J. Housing Econ. 309, 314 (2006) ("complementavi ties among properties in the
assembly case that are not present in the individual transaction" are the consequence of "market
failure," economic "rent seeking" and generate inefficient "transaction costs.") (emphasis
added).

The Judges are also persuaded that the structure of the Act with regard to the sound
recording performance right—as it relates to terrestrial radio, noninteractive services and
interactive services—confirms the necessity of adopting an "effectively competitive" standard in
the rate-setting process. Copyright owners were provided a limited performance right with
regard to the use of their sound recorcHngs by noninteractive services — something less than the
purely private market-based rate for interactive use, but clearly more than the "zero rate"
required from terrestrial radio. The Judges conclude that a rate that simply reflected or
overemphasized either of the polar extremes would be inconsistent with the three-tier structure of
the statute. As the Services note, if the Judges were simply to apply the competitive dynamics
of the interactive market, they would be disregarding the particular statutory history that led to
the three-tier rate structure. See genevally, William W. Fisher III, Promises to Keep at 104-05
(2004) (different statutory treatment of terrestrial radio, interactive services, and noninteractive
services based upon fundamental ability and limits regarding the performance, promotion of, and
substitution for sound recordings).

SoundExchange's arguments to the contrary are unavailing. First, the fact that the statute
requires the Judges to consider "competitive information" adequately rebuts SoundExchange's
contention that the statutory language does not address the issue of competitiveness. That
provision, combined with the legislative history and the prior judicial and administrative
pronouncements make it clear that the statutory language requires the Judges to establish rates
that are effectively competitive.

Second, the Judges do not find that the traditional fair market value test permits the
Judges to ignore the competitive status of the hypothetical market in which the statutory rate is
established. As SoundExchange concedes in the very case law that it quotes, the common law
meaning of a phrase should only prevail when construing a statute "absent contrary indications."
Here, the requirement that the Judges consider "competitive information," the prior judicial and
administrative holdings and pronouncements, and the legislative history all combine to clearly
provide more than "indications" that the Judges must set reasonable rates that reflect "effective
competition."

Third, the mere fact that, in another setting (regarding the cable television industry)
Congress chose to define "effective competition" hardly suggests that such an "effective
competition" standard does not exist in the present case. Indeed, the absence of a definition,
combined with the requirement that the Judges weigh "competitive information," is more

's discussed infra, the Judges also reject rates proposed by several of the Services that attempt to use the "zero
rate" paid by terrestrial radio as a guide in this proceeding. The rejection of such proposals can be seen as a
bookend to the Judges'equirement that the statutory rate reflect effective competition, rather than the
complementary oligopoly power present in the interactive market.
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consistent with the idea that Congress intended to delegate discretion to the Judges to determine
whether the rates they set reflected an approjpriate level of competitiveness.

Finally, the Judges reject SoundExchange's assertion that there is no pre-existing "bright
line" test sufficient to distinguish a rate vvhich is "effectively competitive" from one that is not!
The very essence of a competitive standard i.s that it suggests a continuum and. differences m.

degree rather than in kind. Once again, the statutoiy charge that the Judges weigh competitive
information" indicates that the Judges are empowered to make judgments and decide whether the
rates proposed adequately provide for an effective level of competition. Moreover, iu the pies6nt
case, the Judges were presented with:highly specific facts regarding how to use the impact of
steering on rate settnag in order to measure and account for the "complemeritary oligopoly"
power of the Majors that serves to prevent effective competition,

IV. Commercial Webcastiing Rates

A. Analyses and Findings

The rates proposed by the Services and SoundExchan~ge are marked by a wide disparity.
Although it is unsurpris!ing that adverse parties would have strikingly different positions, what is
surprising is that, despite these differences, the parties'ositions are supported to a great extent
(but not in all cases) by persuasive and logical economic analyses. Initially, aliis created a
conundrum for the Judges, because none of these pers&~zasi!ve and! logica!1 economic analyses
could easily be rejected.

On closer inspection, however, what became clear~ to the Sudges~ was that the reason why
many of these disparate economic analyses and models could all appear to be correct was that ~

they each reflected only a porti!on ofthe marketplace. ~That is, to draw on a classic analogy,'he
experts testified to different aspects of the market in much the same manner as the several
proverbial blind meri who, after touching but one part of an elephant, were asked to describe71

the animal, and gave starkly different descriptions based upon whether they had touched only the
trunk, the torso or the tail. Perhaps an even more apt analogy has been made with regard to the
testimony of experts as similar to the men in another fable:

In a certain kingdom was a cave containing a Seas!ure) gLtard!ed by a beast of
fierce repute. The king wished to know the nature of the beast, and. dispatched
three ofhis subjects to invade the pitch darkness of the cave and report. The first
returned and declared that he had felt the head bf tlie beakt, knd Lt v'~as toothed and
maned like a lion. The sec,ond rejported that he had felt the sides of the beast, and
that it was winged and feathered like an eagle. The third reported that the legs of
the beast were long and hoofed like a horse„A fearsome portrait of the beast was
drawn up, and all were thereafter afraid to approach the cave. Of course, in
reality, the cave contained a lion, an eagle, and a horse.

'he analogy is not meant to suggest that the testifying experts were metaphorically blind. Indeed, they wereall'earnedand persuasive with regard to the aspects of the mark-t upon which they opined.
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Another, less allegorical, way of saying this is that many of the problems that the
law has had in handling expertise in the courtroom have sprung Rom a failure to
examine the concept of expertise in appropriate taxonomic detail,

Michael Risinger, Preliminary Thoughts on a Functional Taxonomy ofExpertisefor the Post-
Kumho World, 31 Seton Hall L. Rev. 508, 508-09 (2000).

This phenomenon among experts has particular applicability to economists. As one
proiminent economist has recently written:

Rather than a single, specific model, economics encompasses a collection of
models .... The diversity ofmodels in economics is the necessary counterpart to
the flexibility of the social world. Different social settings require different
models. Economists are unlikely ever to uncover universal, general-purpose
models. But ... economists have a tendency to misuse their models. They are
prone to mistake a model for the model, relevant and applicable under all
conditions. Economists must overcome this temptation.

Dani Rodrik, Economics Rules 5-6 (2015) (emphasis in original).Each party and its experts
nonetheless invite the Judges to rely on but a single economic model — their model — as
representative of the entire noninteractive market. As this determination makes clear, the Judges
decline that invitation. Rather, the Judges have found that no single economic model — no one
mythic beast — reigns over the noninteractive market writ large. Rather, the evidence and
testimony reveal a marketplace for sound recordings that is segmented, ifnot fragmented.
Indeed, the Judges note the following economic dichotomies demonstrated by the evidence:

Market Segmentation by WTP

Services that attract listeners who have no willingness to pay (WTP) for access to a
noninteractive service, and therefore who listen mainly to ad-supported services, versus services
that attract relatively more listeners who have a WTP greater than zero, and therefore can attract
more subscription-based listeners.

o Market Segmentation by On-Demand Functionality

Services that meet the statutory definition of an "interactive service" and thus provide an
on-demand function, i.e., that allow listeners to select the sound recording they wish to hear
whenever they choose, versus noninteractive services, that — despite whatever other functionality
they may include — do not and cannot provide an on-demand feature.

Market Segmentation by Major or Indie

The Majors, who have the ability to negotiate relatively higher rates, versus the Indies,
who have relatively less market power when negotiating rates.

Complementary Oligopoly Power versus Oligopoly Market Structure

"Complementary oligopoly" power exercised by the Majors designed to thwart price
competition and thus inconsistent with an "effectively competitive market," versus the Majors'on-complementaryoligopolistic structure not proven to be the consequence of anticompetitive
acts or the cause of anticompetitive results.
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~ Custom Pureplay Webcasting versus Simulcasting

Custom (pureplay) noninteractive services that play only sound recordings, versus
simulcasters, who play principally (but not exclusively) the sburid recordings and. other materials i

transmitted simultaneously on a terrestrial broadcast. ~

The presence of such dichotomies is not particular'ly unusual. For example, in 8'eb II, the
Judges noted that the marketplace consisted ofa variety of commercial actors, who had a
heterogeneous mix of features regarding costs, customers, business plans, and strategies. Such, a,
variety exists today, and has been amplified by technological changes that have allowed fori a i

greater diversity ofmusic services. The directive in section ) 14,~ instructing the Judges to
establish "rates and terms," that is, multiple rates and terms, anticipates the potential for mote I

than one set of rates and terms that would have been negotiated in the marketplace between
various willing buyers and willing sellers. Because the marketplace as presented 'by the record in
this proceeding reveals important differences across these~ didhotlomles,'hd Judge, as required
by section 114, establish rates and terms in this proceeding that reflect those marketplace
realities.

B. SoundExchange's Rate Proposal

1. Introduction

SoundBxchange proposes a single rate for all comtne ial webc@sters using a greater-of
structure. All commercial webcasters would pay the greater of 55% of revenue attributablel to ~

webcasting and the following per-performance rate:

SonndExchange Proposed Per-Performance Rates

Year

2016

2017

2018

2019

2020

Per-performance Rate

$0.0025

$0.0026

$0.0027

$0.0028

$0.0029

Id. at 2-3.

2. Dr. Rubinfeld's Proposed Interactive Streaming Se'rvices Benchmark

In support of its proposal, SoundBxchange relies principally.on an analysis undertaken by ~

one of its economic witnesses, Dr. Daniel Rubinfeld, of rates set forth in direct licenses Rom
record companies to certain interactive streaming services.

An "interactive service" is defined as one that "enables a member of the public to receive transmission of a'rogramspecially created for the recipient, or on request, a transmission ofaparticular sound recording ... Which is'electedby the recipient." 17 U.S.C. $ 114(j)(7) (emphasis added). A service that fails to meet the definition'of an

Determination ofRates and Terms
2016-2020 (Web IV) - 44



a. Foundation for Rubinfeld's Proposed Per-Play Rates Benchmark

Dr. Rubinfeld derived SoundExchange's proposed per-play rates by analyzing more than
80 agreements between interactive streaming services and record companies. Dr. Rubinfeld
identified 60 such agreements that contained data on per-play royalty rates, 5/28/15 Tr. 6297
(Rubinfeld). From those 60 agreements, he selected 26 that specified minimum per-play rates.
Rubinfeld CWDT It 205; SX Ex. 59 (Rubinfeld CWDT, Exhibit 16a) (listing 26 interactive
streaming service agreements).

According to Dr. Rubinfeld, interactive streaming service benchmarks are more probative
in this statutory rate proceeding than they were in prior statutory rate proceedings due to: (1) a
"convergence" in features that interactive and noninteractive streaming services offer to the end-
user ("downstream") market; and (2) greater head-to-head competition for listeners between
interactive and noninteractive streaming services. Rubinfeld CWDT tt 21.

i. Convergence of Features

SoundExchange avers that the listening choices (i.e., functionality) that interactive and
noninteractive streaming services offer their customers are becoming much more similar than
they were in previous years, i.e., they are converging. See, e.g., 5/6/15 Tr. 2013 (Rubinfeld)
("[C]onvergence [m]ean[s] that if I'm very active in telling Pandora [a noninteractive service]
what I like and don't like, the nature of the station can evolve in ways that can become more
similar to what I might do on Spotify [an interactive service] if I were curating my own
station.").

According to SoundExchange, the increasingly similar functionality of interactive and
noninteractive streaming services has "blurred" the previous distinctions between them. See,
e.g., SX Ex. 3, tI 13 (Blackburn WDT); SX Ex. 32, $ 25 (Wilcox WRT). This purported blurring
has occurred, according to SoundExchange, because of technological evolution, marketplace
developments, and changes in consumer preferences. See, e.g., Kooker WDT at 16; SX Ex. 21 tt
36 (Wheeler WDT). SoundExchange asserts that, because of the market changes that it has
highlighted, interactive and noninteractive webcasters alike recognize that any given music
consumer "is both a lean forward and a lean back type of listener," whose particular preference
"depends very much on the situation and the time of day" and the "mood that they'e in."
5/29/15 Tr. at 6570 (Kooker); Kooker WRT. SoundExchange further notes that even Pandora
has recognized that for 75% ofmusic consumers it is important that a music service afford them

"interactive service" is, by default, a noninteractive service that may be entitled to a statutory license if it meets all
other applicable criteria, see 17 U.S.C. tj 114(d)(2)(C), including adherence to the "sound recording performance
complement" as defined in 17 U.S.C. $ 114(j)(13),

"Lean-forward" and "lean-back" are not statutory phrases that define types of services, and the record does not
reflect any precise meanings in the industry. Importantly, a "lean-forward service" is not necessarily the same as an
"interactive service," and a "lean-back service" is not necessarily the same as a "noninteractive service." Compare,
e.g., 4/30/15 Tr. 1182-83 (A. Harrison) ("on-demand services have lean-back listening options" and "statutory
[noninteractive] services have lean-forward capabilities.") with 5/13/15 Tr. 3396-97 (Herring) ("lean-back services
are radio-like services, one where you hit play and the service kind of chooses for you ...[wjhereas ... lean-forward
we consider on-demand services. So you go into the service and you choose exactly what you want to listen to.")
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both "effortless listening" and "on demand music." SX Ex. 269 at 1.7 (Pandora Board of
Directors: Strategy Day document, Oct. 30, 2014).

'oundExchangecontends that to attract and retain listeners, interactive streaming
services have moved beyond merely playing, on demand, the recordings selected by a listener,
and have developed and. promoted curated playlists, radio components and other lean-back
methods of music delivery. Blackbuln WDT $ 1.3; Wilcox WRT $ 25; Kooker WRT at 14;'/13/15Tr. 3448-50 (Herring), To support this point, SotmdExchange introduced evidence and
elicited testimony describing the various custom radio features of several predominantly
interactive streaming services, e.g,, Rdio; Rhapsody; Slacker,; Beats; Amazon; Google; and
Apple. See SX PFF $ 2i66 (and record citations thQeQ).

SoundExchange asserts that "lean back"'eatures are @ significant part of the consumer
listenin~experience on some of these seivices. Fot exIampleI SotundExchange points out that
nearly go/0 of UMG's plays on Slacker are such programmed streams, rather than the traditional
on-demand plays of an interactive service. SX Ex. 25 $ 11 (Han ison WRT). SortndExchange
notes that on Spotify, approximately gert ot total listening to Sony's repertoire one&res throngh
playlists created by Spotify or other third parties (i.e., trot the listener). i Kooker WRT $ 15.

SoundExchange further asserts that listener feature convergence is occurrmg from the
other direction as well, with sttztutory services adding .new "lean-for ward" options. In May
2013, SoundExchange notes, Pandora, a noriinteractive streaming service, initiated its "Pandora
Premieres" feature, which "allows for on-demand selection of certain predetermined albums." i

Pan. Ex. 5002 $ 30 (Fleming-pVood VELDT); Rubinfeld'CWDT $f[ 53'-54'; 5/13/15 Tr. 3444
(Herring). Further, SoundExchange notes that a Pandora listener can "seed" multiple stations
with various artists and sound recording tracks, and then mfiuence the types o:f recordings on
each station by using Pandora's "thumbs up/thumbs down" button. PAN Ex.,5000 $$ 33-34
(Westergren WDT); Fleming-Wood WDT $'g 8-9; Blackburn WDT $$ 9, 12-13; Rubinfeld
CWDT $ 53; Kooker WRT $$ 10-11. SoundExchange continues that Pandora. listeners can also
skip songs, another form of: custornization. RubinfieldiCWDT $ 53.'oundExchangealso points out that Sirius XM" s noninteractive, steaming service ("My
Sirius XM") allows listeners to move "sliders" to change the type of music played. For example,
a listener can direct the service to play "more acoustic"'r "more electric" witfain a particular
genre. SX Ex. 232 at 15-2]I.; 5/22/15 Tr. 5419-20 (Frear).

SoundExchange also notes that iEIeart has developed a custom streaming service that,
according to SoundExchange, makes it "very likely" that a listener who is seeking out ahighly'opular

artist or song will "the'ir the exact song or songs he or she had in mind within minutes of
starting the station." Kooker WRT at 7.

74 To demonstrate this point, SoundExchange introduced evidence of several experiments that purported to show the
high &equency with which an iHeart station played the most Ipopi~lar sonI,s of a pbpuiar abacist who was used to seed
a custom station — in contrast to the uncertain song rotation on terrestrial tadio. Ihi;ooker WRT at 7-8. In these
experiments on iHeart's custom radio (i.e., n&on-simulcast), a seeded popular artist, Meghsm Trainor, and her current
highest selling song, would play first 92g4 of the time. Ms. IIrainor'sI first or second current highest selling song
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SoundExchange also notes that the statutory services are developing new functionality
that would allow even more listener control (while still satisfying the DMCA requirements).
These functions purportedly would allow listeners to:

repeat songs, re-listen to songs they'e "thumbed up," skip additional tracks, and
create playlists of "thumbed up" songs, SX Ex. 1678 at 8;
ban Rom stations certain artists, live tracks, instrumental recordings and tempos, SX
Ex. 269 at 43; 5/13/15 Tr. 3498-3503 (Herring); and
create stations that contain only those songs for which the listener has indicated a
preference. SX Ex. 213.

SoundExchange notes that a prime catalyst for increased convergence between interactive
and noninteractive streaming services is the trend away &om desktop listening toward mobile
listening. For example, SoundExchange points out that during the first quarter of 2015, 83% of
the hours streamed by Pandora listeners occurred through mobile devices. 5/13/15 Tr. 3443
(Herring). SoundExchange asserts that the leading edge of this competition to "get into the car"
by both noninteractive and interactive streaming services should hasten this trend. 5/8 Tr. 2731-
32 (Shapiro). Moreover, because on-demand song selection is often incompatible with driving
(absent hands-free voice controls or self-driving cars), SoundExchange opines that interactive
streaming services have incentives to add "lean-back" functionality, such as Spotify's "Shuffle"
service, to their mobile services. Blackburn WDT $ 39.

Based on the foregoing points, SoundExchange concludes that, notwithstanding the
requirements noninteractive streaming services must meet to be eligible for the statutory license,
statutory services are increasingly offering enhanced functionality that "come[] close to
replicating" the on-demand listening experience of interactive streaming services. Rubinfeld
CWDT $$ 53-54; Blackburn WDT $ 9; Kooker WDT at 16. As summarized by one record
company witness, statutory services now "employ sophisticated algorithms, user-interface
controls, and other computer technology that allow users to communicate their preferences to the
service, and the service to customize and curate programming tailored to the individual user."
Kooker WDT at 16-17.

SoundExchange concludes that "Nt is therefore no longer just directly licensed
interactive services that allow users to select their programming. Users of statutory services can
also lean forward and influence what they hear." SX PFF $ 278 (emphases added).

would play first 100% of the time. In 68% of the trials in the experiment, the seeded station played three or more of
Ms. Trainor's songs among the first seven songs played. SX Ex. 27 at 7.

None of the parties requested that the Judges interpret or seek an interpretation from the Register on whether any
one listener feature or combination of features brought a particular noninteractive service outside the scope of the
statutory license.

The words "select" and "influence" as used by SoundExchange and quoted in the accompanying text, supra, are
italicized to foreshadow the important distinction in meaning between those words, as discussed infra, section
IV.B.3.b. Suffice it to note at present the different meanings of these two verbs — "to select" means "to choose in
preference to another or others; pick out; to make a choice; pick," whereas "to influence" means "to ... affect;
sway." See Dictionary.corn.
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ii. Increased Competition for Listeners in'ho Downstream Market

SoundExchange avers that interactive services and noninteractive streaming services
compete with each other for listeners. SX Ex. 269; 5/13/15 Tr. 3462 (Hemng). SoundExchanlge ~

contends that Pandora, iHeart, and Sirius XM are all keenly aware of the developing competition
Rom interactive services. SoundExchange points to numerous examples in the record of this
purported competition for listeners between interactive atld t1ointiteracdve streaming services. i

With regard to Pandora, SoundBxchange cites the following evidence:

~ Pandora's own internal documents confirm that interactive services "compete head-
to-head for listener hours with services that operate under the statutory license,'"
Kooker WDT at 16;

~ Pandora identifies Spotify as a "competitor" for the "consumers [it is] trying to attract
to use Pandora," SX Ex. 266 at 12; 5/13/15 Tr. 3483-84 (Herring);

~ Pandora identifies as competitor services" Spotify's Free Mobile App (described by ~

Pandora as "enabl[ing] [a] hybrid 'lean-in'/'lean-back''xporietice") and Beats Music'a
"[p]ure on-demand service with a novel personalization feature"), SX Ex. 266 at

15-21;
~ Pandora's "Competitive Intelligence Report" details the product offerings of services

like Beats, Google Play, Rdio, and Spotify, SX Ex16 52; SX Ex. 2244;
~ In 2014, Pandora briefed its incoming CEO Bhan MGAiidrews 'on the "[i]ncreased

competition [that] exists Rom Apple, Google, and [other interactive] streaming
services like Spotify." SX Ex. 2367; 5/27/15 Tr. 6163-65 (Fleming-Wood); and

~ Pandora identified Spotify, Rdio, Deezer, Rhapsody, Slacker, Google, and Apple aS
"competitors" in Pandora's survey ofcompetitors'i'odist strategies and business
models in a "Strategic Plnnm~g Overview." SX Ex. 263 at 23.

Similarly, with regard to iHeart, SoundExchanlge iioths tke klldwuig evidence of
competition between interactive streaming services and iHeart's custom noninteractive streaming
service:

~ iHeart consistently identifies interactive services like~

competitors. SX Bx. 1262 at 4-11; SX Ex.i21$7 at 5J
~ iHeart has monitored on its "copxpytitqr ttacger", since

SX Ex. 211 at 6.
~ iHeart has strategized as to how it could "match or beat

listed "major roadmap items to deal with
." Id. at2,6.

first launched

's experience," an

This proceeding involves two aspects ofa vertical market: i(1) the '~upsrreatn rayalty market," in which record 'ompaniescharge streaming services for the right to access the record. coinpanies'eyertoirei of sound recordings;
and (2) the "downstream consumer market" in which streaming services offer music to listeners. ~Rubinfeld CWRT
$ 132.
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Finally, SoundExchange notes that Sirius XM also internallv identifies interactive
streaming services like and as "comyetitors" for
listeners of its noninteractive streaming service—My Sirius XM—and highlights as
"offer[ing] the strongest competition in terms of the quality ofcustomization." SX Ex.1759 at
15; 5/22/15 Tr. 5461-63 (Frear). Additionally, Sirius XM conducted a service-wide survey of
"corn &etitive listenin~" in which it sought input Born listeners not only on streaming services
like aIld but also on interactive streaming services
like and . SXEx.237at26.

Based on his proffered evidence of "convergence" and "downstream competition," Dr.
Rubinfeld concluded that agreements between interactive streaming services and record
companies were an appropriate foundation upon which to base a marketplace benchmark for
deterrnimng rates in this proceeding. 5/15/15 Tr. 1785 (Rubinfeld).

b. ComparabiTity of Dr. Rubinfeld s Proffered Interactive Streaming Services
Benchmark to the Hypothetical Market

Dr. Rubinfeld asserts that his proposed interactive streaming services benchmark satis6es
the following four part-test that he contends comprises the standard that the Judges applied in the
Web IIIRemand to determine the usefulness of a proffered benchmark:

SVlling buyer and seller test: Dr. Rubinfeld contends that the rates that the Judges are
required to set must be those that would have been negotiated in a hypothetical marketplace
between awillingbuyerandawilling seller. Rubinfeld CWDT at/122(a). Dr. Rubinfeld
opined that the interactive streaming services agreements upon which he based his proffered
benchmark are indicative of the results ofnegotiations between willing buyers and willing sellers
because they were entered into voluntarily between parties who did not have the option of
electing the statutory license. Id. at $ 158(a).

Sameparties test: Dr. Rubinfeld contends that the buyers and sellers in the hypothetical
marketplace that the Judges are tasked with replicating (i.e., statutory webcasting services and
record companies, respectively) are "similar" to the buyers and sellers in his proffered
benchmark. Id. at g 122(b) and 158(b).

Absence ofStatutory license test: Dr. Rubinfeld contends that the hypothetical
marketplace is one in which there is no statutory license. Id. at $ 122(c). He opines that, among
the spectrum ofpotential benchmarks that could have been offered, a benchmark based upon
interactive streaming services agreements is least likely to be influenced by the statutory license
because interactive services cannot default to the statutory license and therefore, according to Dr.
Rubinfeld, his proffered benchmark is an appropriate replication ofa market without a statutory
license. Id. at $ 158(c).

Same rights test: Dr. Rubinfeld asserts that the products sold in the hypothetical
marketplace consist ofa blanket license for the record companies'omplete repertoires of sound
recordings, to be used in compliance with the DMCA requirements. Id. $ 122(d). Unlike the
other three comparability tests discussed above, with regard to the "same rights test," Dr.
Rubinfeld contends that certain adjustments must be made to enhance the comparability of the
proffered benchmark to the hypothetical market. Dr. Rubinfeld asserts that these adjustments are
necessary because the agreements upon which his proposed benchmark is based provide various
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functionality that is not permitted by the statutory license ~(i.e., "on demand" choice of songs;
unlimited skips; and "cached" downloads). Id. at $( 158(d),

Therefore, according to Dr. Rubirtfel.d, "adjusthnertts can'and should be made to account
for these differences when applying the set of interactive benchmarks." Id;

c. Per-Play "Ratio Equivalency" in N'oninteractive and Interactive Markets

Dr. Rubinfeld "assumed thiat the ratio of the average retail subscription price to theper-,'ubscriberroyalty paid hby the licensee to the record la'bel is approximately the: same in both
interactive and noninteractive markets." Rubinfeld CWDT at $ '169. This ratio equivalency" is
best presented by the following ecluation:

[A] i:c]

IB] lL]

Where:

[A] = Avg. Retail Interactive Subscription Price

[B] = Interactive Subscriber Royalty Rate

[CJ = Avg. R.etail Noninteraetive Subscription Pri'ce'D]= Noninteractive Subscrilber Royalty Rate

Dr. Rubinfeld testified that this "ratio equivalency'~ assumption i.s not only important, but indeed
is foundational to his entire analysis. 5/6/15 Tr. 2026 (Rubinfeld).

Dr, Rubinfeld calculated the interactive numerator and deno:trluhtator [2] and [B], and. the
noninteractive numerator [C], &om available data i'n the a'greements he had analyzed. Dr.
Rubinfeld did not have idata to calculate the nortinteractive denominator [D] — i.e., the per-play
"Noninteractive Subscri.ber Royalty Rate." Therefore, Dr. Rubinfeld attempted to estimate this
number by: (1) applying the above equation:, and (J) nhtalkxg iwhht h!e describes as the necesS~
adjustments to the rate he derives to account for differences between the interactive and
noninteractive markets and thus satisfy the "'same thighhts" testh.

" Dr. Rubinfeld also noted thhat in the interactive streaming services agreements that formed the basis ofhis
proffered benchmark, the licensed rights do not consiist of a blanket license for the record companies'omplete
repertoires of sound recordings. Instead, artist/labels may limit (or exclude) the right to license certain content from
interactive streaming services. IV. Dr. R.ubinfeld did not offer any proposed adjustments to account for this
distinction.
79 Dr. Rubinfeld made such adjustments., as discussed infra. ~Understandhng those adjustments in the proper context
requires a discussion of Dr. Rubhinfeld's basic model, which folldws. '

This "ratio equivalency" assumption in Dr. Rubinfeld's model is essentially the same as the assumption made by
Dr. Pelcovits on behalf of SoundExchange in Web II and Web III. See Rubinfeld CWDT $ 20!7, n.
124(acknowledging that he followed "past practices"'); 5/6/I/!155!Tr.!2026-27! (confirming that his reference to "past
practices" referred to Dr. Pelcovits's approach). Dr. Rubinfeld indicates, however, that his application of the
interactive benchmark analysis does not suffer from the defects in Dr. Pelcovits'pplication of that model in a prior
proceeding. Id. at 2027-28.
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More particularly, to determine his Interactive Numerator [2] (the average monthly retail
interactive subscription price), Dr. Rubinfeld calculated "the simple average of the [monthly]
subscription prices for the interactive services, which turned out to be in this case $9.86." 5/5/15
Tr. 1797 (Rubinfeld).

To determine his Interactive Denominator [B] in his ratio (the interactive subscriber
royalty rate), Dr. Rubinfeld first identified the average minimum per-play rate as defined in each
ofhis selected interactive agreements. Rubinfeld CWDT $ 205. Next, Dr. Rubinfeld identified
the various forms of non per-play consideration, if any, in these agreements, which included non-
recoupable cash payments and advertising commitments with an explicit financial value.
Rubinfeld CWDT $ 218. To convert these lump-sum payments and values into per-play values,
Dr. Rubinfeld divided these payments by the number of actual plays (as set forth in the
applicable service's performance statements). Id. 'e then added this derived per-play value to
the stated (i.e., headline) per-play rate. Dr. Rubinfeld then took an average of these per-play
rates, weighted by revenue, id. $ 203, to determine the interactive subscriber royalty rate for his
interactive benchmark agreements.

Having obtained values for [A] and [B], Dr. Rubinfeld was able to calculate that the direct
agreements with the interactive services provided record companies with a minimum revenue
share that generally ranged between 50 percent and 60 percent of the services'evenues (based
on the record company's share of total streams), with the majority falling between 55 percent and
60 percent. Rubinfeld CWDT $ 206 and, Appx. 1. Thus, given Dr. Rubinfeld's assumption that
the ratios should be equal in both markets, the per-play royalty rate for noninteractive services
[D] (i.e., the statutory rate) would also have to provide record companies with the same
minimum percentage of revenue out of [CJ (the average monthly retail noninteractive
subscription price).

However, Dr. Rubinfeld needed first to calculate [CJ (the average monthly retail
noninteractive subscription price). Dr. Rubinfeld calculated [C] — as he had calculated [A] — as a
simple average of the monthly subscription prices for the services he had identified as
"noninteractive." Because of varying rates within each service (depending on whether the
average is computed using monthly or yearly fees), the average ranged between $4.84 and $5.25.
5/5/15 Tr, 1797 (Rubinfeld); Rubinfeld CWDT $ 207.

Having calculated values for [2], [B] and [C], Dr. Rubinfeld thus could, and did, use the
ratio of the interactive to noninteractive subscription prices (the ratio of [A] to [C] ) to solve for
[D] (the statutory noninteractive per-play royalty rate). Dr. Rubinfeld determined that the ratio
of the two monthly subscription prices ranged between 1.88 and 2.04. Dr. Rubinfeld applied

" If the agreements provided the record companies with rights that were not quantifiable (e.g., data provision or
equity stakes), Dr, Rubinfeld did not account for the possible value of those rights in his benchmark calculation. Id.
" As a basic mathematical point, if [A]/[Bj = [Cj/[D], then [A]/[Cj = [B]/[D]. Thus, assuming Dr. Rubinfeld's
approach was valid, he could mathematically determine [D] (the statutory noninteractive rate) by applying the ratio
of [A] to [C], since he had calculated a value for [B] (the interactive royalty rate).

'.86/4.84=2.04 (rounded). 9.86/5.25=1.88 (rounded).
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what he considered to be a reasonable and conservative filpm: withiia this range, 2.00, as a
discount factor to make his proffered downward "interactivity adjustment" to the.royalty rate for
interactive services, which he then applied to detertnine his proposed royalty rate for
noninteractive services.

i. SoundExchange's Alternatiive Calculation and. Confirmation af its
"Interactiivity Adjustment"

Dr. Rubinfeld attempted to confirm the reasonableness ofhis 2.0 interactivity adjustment
by considering a different method of calculating the adjustment, undertaken by another
SoundExchange expert econonric witness, Dr. Daniel McPadden. Riibiideld CWDT $$ 171, 209.
Dr. McPadden conducted a "conjoint survey" to determine the value that fugue cozisumers of&)84

digital streaming services place ozi various featrires of those services. Dr. McPadden determined
the value that future consumers place on various features that are available on streaming
services, such as: (1) liniited or unlimited skips; (2) offlinb listening( (3) oil-demand (desktop
and mobile); (4) add;ition ofmobile service; (5) playlists (Irom algorMuns and "tasternakers");
(6) presence or absence of advertising; and (7) catalog size between one million and twenty
million. SX Ex. 15 $ 9 (McPaddezi WDT).

Relying upon the entire sainple of respondents to I~3r. McPad'dert's &urvey, Dr„Rubinfeld
summed the average willingness to pay (WTP)'alues for various attributes for hypothetical
interactive and noniriteractive services, in the following manner.

~ On the interactive side, Dr„Rubinfeld. included thd folio%in/ attributes: (1) uriiimited
skips; (2) offline listening; (3) on-demarid availability (desktop and mobile); (4) mobile
service; (5) playlists (f'rom algorithms and "tastemakers"); (6) absence of advertising; and
(7) catalog size between one milli.on and. twenty million) ~

~ On the noninteractive side, Dr. Rubitifeld included these attributes but excluded the
following features not offered by statutory servtice0: (1) utniirtiited skips; (2) offline
listening; and (3) oz.-demand availability (desktop ~and mobil'e); and. catalogs greater than
ten million (as arguably more reflective ofnoninteractive catalog sizes in the .market). Id.

Rubinfeld CWDT $ 209, SX Ex. 56 (Rubinfeld CWD7 Ek, 14).

According to Dr„Rubinfeld, the survey results &om Dr. McPadden" s conjoint, survey
indicated an interactivity ratio of 1.90, which Dr. Rubinfeld noted was less than the 2.0
interactivity ratio calculated by Dr. Rubinfeld tl.@ough his own methodology, discussed supra.

A conjoint survey creates a slate of alternative products and asks the consumer to identify which product he or she
most prefers. The sets of products are designed to realistically mimic the actual market process, in which a consumer
is presented with and chooses among various competing bundles of alternatives. By presenting each consumelr with
several sets of choices, the researcher can determine the relative importance and dollar value that consumers place
on each of the attributes. McFadden WDT tt 13.
" The word "average" is ital:icized in the text, supra, to presage an important element of Dr. McFadden"s results, ~

one that he identified and upon which one of the,Services'conomic experts, Dr. Steven Peterson,, elaborated the
relationship between the average WTP in Dr„McFadden's survey'nd the biv'ioda1 nature of Dr. McFadden's WTP
results. That issue is discussed further in this determination.
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(Because the interactivity ratio measures the relationship of interactive subscription prices to
noninteractive subscription prices, the lower 1.90 ratio would indicate that noninteractive
subscription prices are closer to interactive subscription prices, raising the benchmark interactive
royalty rate as compared to Dr. Rubinfeld's 2,0 ratio.) Accordingly, Dr. Rubinfeld concluded
that Dr. McFadden's alternative method of calculating the value of interactivity confirmed that
Dr. Rubinfeld's own 2.0 interactivity adjustment was not only reasonable, but conservative.
Rubinfeld CWDT $ 210.

ii. Additional Adjustments Made by Dr. Rubinfeld

The other differences between the interactive market and the noninteractive market that,
according to Dr. Rubinfeld, required further adjustment before he could determine a per-play
royalty rate based on his interactive benchmark analysis are described below.

(A) Adjustment for royalty-bearing plays (skips and pre-1972 recordings)

In his analysis, Dr. Rubinfeld accounted for the fact that, under the statute, a "skip," i.e., a
song that that a listener skips after several seconds, is considered a royalty-bearing play for a
noninteractive service. By contrast, interactive services, pursuant to their direct license
agreements with record companies, typically are permitted to exclude from the royalty obligation
at least some skips. SX Ex.17 $ 212 (Rubinfeld CWDT). Offsetting to some extent this
downward adjustment, according to Dr. Rubinfeld, was his understanding that statutory services
(such as Pandora and Sirius XM) contend that they are not required to pay royalties for pre-1972
sound recordings under federal copyright law. Id. $ 213 (Rubinfeld CWDT). However, Dr.
Rubinfeld understood that directly-licensed interactive services, such as those in his proffered
benchmarks, are usually bound by contract to pay royalties on pre-1972 sound recordings. Id.

In order to make an "apples-to-apples" comparison, Dr, Rubinfeld therefore corrected for
these differences in royalty-bearing plays in his interactive benchmark market and the statutory
noninteractive market. SX Ex. 29 $ 214 (Rubinfeld CWRT), Applying the foregoing factors,
Dr. Rubinfeld calculated that the ratio of (i) royalty-bearing plays in his interactive benchmark
market to (ii) royalty-bearing plays in the statutory noninteractive market was 1.0: 1.1.
Accordingly, Dr. Rubinfeld divided his per-play rate (as calculated in the prior steps, supra) by a
factor of 1.1.

" The Copyright Act only covers sound recordings fixed after February 15, 1972—the effective date of the Sound
Recording Amendment, Pub. L. No. 92-140, 85 Stat. 391 (1971). Protection, if any, for sound recordings fixed prior
to that date derives from state law.
" Dr. Rubinfeld calculated the 1.1 adjustment factor by: (i) estimating the number of royalty- bearing plays on a
hypothetical service that does not pay for skips, utilizing information about the number of skips; the average skip
length; song length; and ad minutes per hour, and then dividing that number by (ii) the estimated number of royalty-
bearing plays as determined by analyzing Pandora's SEC filings. Rubinfeld CWDT /[ 216; SX Ex. 57 (Rubinfeld
CWDT Ex. 15a); SX Ex.58 (Rubinfeld CWDT Ex. 15b).
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(B) Adjustment for Indies

Dr. Rubinfehi assumed that, on average, independent record companies, cormrionly
known as Indies, (i.e., those not owned by (or by a division of) Universal, Sony or Warner)
would likely negotiate less beneficial arrangements with interactive services than would Majors.
Rubinfeld CWDT $tj 220, 223. Based on thiis assumption, he made a further assumption that the
difference in the consideration received by the Majors and the Indies in the interactive market
would be reflected completely in the assumed fact that Indies "would not rece:ive any of the non
per-~lay financial or other unquantified consideration major record compaiiies receive ...." Id. $
223. Dr. Rubinfeld then determiried that the Indies accounted for an average of 24% of the
streams on interactive services, and he weighted his benchmark by assuming that this 24% figure
was also applicable to the noninteractive market. Id. tt!225.

After applying the f'oregoing steps and adjustm'ents, Dr. Rubinfeld calculated that, for the'ear2014 (the year for ivhich he had and apiplied data), th'e per-play royalty rate for
noninteractive services iimplied by the interactive benchmark'equaled $().002376, or 0.2376
cents. SX Ex. 59 (Rubiinfeld CWDT Ex. 16a).

(C) Adjustment for 201ii-2020 Period

Finally, Dr. Rubinfeld determined. that his proposed per-It&lay rate should increase by a'inear$0.00008 for each year in the statutory 2016-2020 I«eriod. In support of these annual
increases, Dr. Rubinfeld relied upon: (1) the average $0.00008 annual increase in rates ks s'et in
Web III; (2) his bel.ief that there would be an ever-increasing convergence in the retail &prices of
statutory and nonstatutory services; (3) the presence of rate escalation prov'isions in the
iHeart/Warner Agreement and the Pandora/tvferlin Agreement; and (4) the presence of annual
rate escalations in the Web III rates. Rubinfeld CWDT ltd 137-141; PAN Ex.!5014 at 4, 5
(Pandora/Merlin Agreement). Thus, Dr. Rubinfeld increased his 2014 interactive benchmark of
$0.002376 by $0.00008,, for a 2015 benchmark of $0.002456. That 2015 figure was again

Apparently, Dr. Rubinfeld did not separately examine the Indies/Services agreements in his collected interactive
agreements to test his assumptions and apply the actual differences, if any, between the headline rates and othbr
compensation received by the Indies., on the one lhand, and by the Majors, on the other hand. See .Rubinfeld CWDT
$ 223 ("I also assume that these independent record companies receive the same per-play rates and proportionate
revenue shares as the majors.") (emphasis a 't D 'eld later modified his direct testimony to note what ihe
describe t in g's agrepmepts ~ith the majors &md the indies, "the majors
received ~~~~ an t e &ndies & not." jSXjEx.j128 $ 2) (R)binfeld, CWDT App. 2.).
89Dr. Rubinfeld noted that Nielsen Soundscan information he posses&ed i&ndidated that the independent record
companies'013 market share was higher — iit was approximately 35% — but he chose to use the lower 24%
interactive market figure. Rubinfeld CWDT 'jj 224 and, n, 131 (continuing to rely on t'e 24% fig&rre for interactive
plays of Indie sound recordings and noting (but not linking — logically or evidentially) the unsourced assertion. that
"a substantial portion of those sound recordings were distributed by major labels.").

See 37 C.F.R. $380.3(a)(1) (setting forth W~eb III rates). Although the average rate increased ar&nually by
$0.00008, the rate remained constant for 2012 and 2013 (at $0.0021) and also remained constant for 2014 and 201.5
(at $0.0023). Thus, in 50% of the year-over-year changes, the Judges declined to make any changes in the Web III
rates.
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increased by $0.00008 to reflect a rate for 2016 of $0.002536 (rounded by Dr. Rubinfeld to
$0.0025).

iii. The Interactive Rate is an "Effectively Competitive" Benchmark Rate

SoundExchange maintains that Dr. Rubinfeld's interactive benchmark rate reflects
effective competition because downstream competition mitigates any arguable market power
record companies may have in the upstream licensing market. (However, it is worthy ofnote
that SoundExchange did not attempt to demonstrate that the interactive market on which it relies
for its benchmark is effectively competitive, until its rebuttal case, after the Services had made
their direct arguments as to why the interactive market is not effectively competitive.) In support
of its argument, SoundExchange relies on the testimony of another of its economic experts, Dr.
Eric Talley.

According to Dr. Talley, rates in the interactive market are constrained by two factors.
First, if there is an "elastic downstream demand curve" for an input (such as a sound recording),
upstream prices for that input will be constrained. Second, if the "expenditure on that input
versus other inputs" — "the cost intensity of that particular input" — is proportionately significant
compared to other inputs in the downstream market, the constraint on pricing in the upstream
market will be more pronounced. 5/27/15 Tr. 6054-55 (Talley). 'ccordingto Dr. Talley, both of these factors are present here. First, high price elasticity
exists downstream because of the threat from piracy and because of competition &om other
outlets, such as YouTube. Second, the variable costs associated with licenses are a very
significant element of the downstream sellers'xpenses. Thus, these elasticities would be passed
upstream. Id. at 6054-58.

Dr. Talley then noted that his theoretical modeling demonstrated that such downstream
competitive forces "will cause the WBWS price to be tightly clustered, reducing variations due
to differences in bargaining power." SX Ex. 19, at 35, 44-45 (Talley WRT); see also SX Ex. 29
'II 132 (Rubinfeld CWRT).

Sound Exchange notes that Dr. Talley's assertions regarding the highly competitive state
of the downstream market is essentially undisputed and borne out by the evidence. See SX PFF
$$ 449-458 (and record citations therein). Moreover, SoundExchange notes that Drs. Shapiro
and Katz acknowledged that the presence of some "&ee alternatives" in the downstream market
have reduced interactive rates in the upstream market. 5/20/15 Tr. 5049 (Shapiro); 5/11/15/15
Tr. 2973 (Katz).

SoundExchange also points to its negotiations with interactive services as evidence that
the upstream interactive market is effectively competitive. Dr. Rubinfeld, described the

'r. Talley's testimony describes factors pertinent to the economic "Hicks-Marshall" principle, which provides
that the upstream demand for a factor ofproduction (such as sound recording licenses demanded by a webcaster) is
"derived" in part &om the downstream demand for the finished product (such as a subscription service that offers
such sound recordings). Further, the elasticity of demand downstream will be reflected in the upstream demand for
that factor ofproduction.
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negotiations as a "real give and take," where the labels "have in mind a particular goal, but they
have to give up something," which is "consistent" with the "view that there's some bargaining ~

power on the part of the services." 5/5/15 Tr. 1863 (Rubinfeld). He further testified that the
possible bargaining range would at best only reveal "something about the other party'
willingness to pay or willingness to sell." Id. at 1864-65. Dr. Rubinfeld and SoundExchange
reached these conclusions based on their consideration oflthe back ttnd forth atid ultimate
concessions record companies make in the fmal agreements reached (or abandoned) with Apple,
Google, Beats, Spotify and Aniazon. See SX PFF f[ 47140 (and, citations to the record therein).

d. Direct Licenses for Noninteractive Se&icIes CodroSorkte Dr~ Rubinfeld's
Interactive Benchmark

SoundExchange offered analyses ofdirect licenses between record companies and several
noninteractive services to corroborate its interactive benchmark analysis. These include two
licenses f'rom major record companies to Apple, Inc. (Apple) for its iTunes Radio service, and
several licenses for what SoundBxchange describes as noninteractive offerings by services that
also offer interactive streaming.

i. Apple Agreements

SoundBxchange presented evidence ofApple's license agreemennts;with Warner and
Sony, respectively, for Apple's iTunes Radio service. iTunes Radio is a streaming service thati
offers users the opportunity to listen to playlists selected by indu'stry "%steinakers," as well'as'layliststhat are generated by an algorithm based upon a song or artist "seeded" by the listener
(similar to Pandora's service). Dr. Rubinfeld described the iTunes Radio service as "DMCA
compliant," although he acknowledged that the rights panted to Apple are "not identical to the
statutory license." RubinfeM CWRT, App. 2, g 1-2. Dr. Rubinfeld concluded that the
effective per-play rovaltv rate under the Apple licensees wIth WaIner and Sony range &om
$0. to $0., the iow eod ofwhich exceed/ + ggh$st Qte proposed by l

SoundBxchange. Id. at g 30, 42.

SoundBxchange offered the Apple agreements!as pari! of its rebuttal of.a number of the
licensee services'riticisms ofDr. Rubinfeld's interactive benchmark analysis. Dr. Rubinfeld'ontendedthat, because the (noninteractive) Apple agreements were not susceptible to those
criticisms, those criticisms would be rebutted by evidence that the royalty rates derived &om the
Apple agreements were roughly equivalent to those derived Born the interactive benchmark
analysis. Id. at f 3.

Specifically, Dr. Rubinfeld argued that the following critiques that the licensee services
levied against his interactive benchmark analysis would not apply to Apple's agreements with ~

the majors for its noninteractive service.

'll testimony on the subject of iTunes Radio was taken prior to the launch ofApple Music. Consequently, the
discussion of iTunes Radio in this determination does not reflect any changes Apple may have made to the service
as a result of that launch.
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 The majors'epertoires are "must haves" for interactive services, enabling the majors to
charge supracompetitive prices. Id. at $ 4. The majors'epertoires are not "must haves"
for a noninteractive service, since a noninteractive service (and not its customers)
determines which songs will be played.

"[B]ecause noninteractive services purportedly have the ability to steer listeners to sound
recordings offered by independent music labels and away from majors (or away from any
particular major's repertoire), record label catalogs are substitutes." Id. at tt 5. iTunes
Radio would have the same ability to steer listeners as any other noninteractive service.
Id. at tt 7.

~ "[B]ecause interactive services are primarily subscription services, they have
substantially higher ARPUs than noninteractive services, which are primarily ad-
supported," andwouldthereforepay substantiallyhigher royalties. Id. at6. iTunes
Radio, by contrast, is a nonsubscription service that, like other noninteractive services, is
primarily ad-supported. Id. at $ 7.

Dr. Rubinfeld also offered two additional reasons why the Judges should consider the
Apple agreements. First, he noted that Apple's "unique position in the marketplace" confers
substantial bargaining power in its negotiations with record companies, tending to negate any
argument based on a disparity ofbargaining power between licensor and licensee. Id. Second,
Dr. Rubinfeld argued that the non-precedential language in the agreements demonstrates that the
parties did not expect them to be used in this proceechng. As a consequence, he suggested that
the shadow of the statutory license may not affect the Apple agreements as strongly as other
noninteractive benchmarks (e.g., the Pandora-Merlin and iHeart-Warner agreements). Id. at tt 8.

ii. Other Noninteractive Agreements

SoundExchange also offered Dr. Rubinfeld's analysis of record company licenses to
Beats Music's "The Sentence," Spotify's "Shuffle" service, Rhapsody's "Unradio," and Nokia's
"MixRadio" to corroborate its interactive benchmark analysis. SoundExchange describes these
services as noninteractive offerings, and concludes that the effective per-play rates in the
agreements exceed the per-play rate derived f'rom Dr. Rubinfeld's benchmark analysis of
interactive service agreements. See Rubinfeld CWRT $$ 179-201.

" That proposition is questionable in light of other evidence ofwhat euphemistic
ppl

be called"
to

emp asks a e
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3. The Services'pposition to the SoundExchange Rate Proposal and the Judges'
Determination on the Issues

a. Dr. Rubinfeld's Interactive Benchmark must be Adjusted to. Reflect Effectiv'e
Competition

The Services'xpert economic witnesses all agreed that SoundHxchange's proposed
interactive benchmark would fail to establish rates that are "electively 'competitive." Stre, e.g.,
Katz WDT $$ 5, 17, 18-34; Shapiro WDT at 3, 10-16; Fischel & Lichtman AWDT $ 10;
5/11/15/15 Tr. 2799:9-16; 2800:3-18; 2801:9-17 (Katz',); 9/8/15 Tr. 2604:10-22 (Shapiro);
5/15/15/15 Tr. 4094:7-19 (Lichtman); see also, e.g., Shapiro WDT atlo, n.'l1 ("My approach i

here is consistent with the one taken by the Judges in the 8'eb IIIRemand. "). 'More particularly,
the Services'conomists equate the "effectively competitive'f requnIement as essentially
equivalent to the economic concept of "workable competition." iln its essence& "[a] workably
competitive market is one not subject to the exercise of signi6cant market power." Shapiro,
WDT at 10.

The NAB's economic expert, Dr. Katz, essentially analogizes the D.C. Circuit's contrast
between "metaphysical" and "effective" competition to the economists'ontrast between
"perfect" and 'workable" competition:

The theoretical conditions ofperfect competition often are not satis6ed in actual
markets .... It is thus necessary to consider markets that are competitive, but not
perfectly so. Economists have long examined this. concept, beginning with
Professor J.M. Clark, who introduced the concept of "workable" competition,
Economists also refer to such markets as reasonably or efFectively competitive.

Katz WDT $29 (emphasis in original).

Dr. Shapiro describes a "workably" or "effectively" competitive market as follows:

The hallmark of a workably competitive market is~ regulat; signi~6cant competition
among suppliers for the patronage ofbuyers...'. A'market can be workably
competitive even when the products or services offered by different sellers are
differentiated, so long as no single supplier has signi6cant unilateral market
power. Indeed, this is the norm for information products such as books, video
programming, or software applications. Workable competition does not require
marginal cost pricing or anything approaching the textbook model ofperfect
competition. A market can also be workably compe6tive even if it.is quite
concentrated, so long as the suppliers compete regularly and'nergetically towin'usiness6om each other.... In contrast, a market that is monopolized or
controlled by a cartel is not workably competitive.'f'such markets were

94 See J. M. Clark, Toward a Concept of Workable Competition, 30 Am. Econ. Rev. 241-S6 (1940); Jesse
Markham, An Alternative Approach To The Concept Of Workable Competition, 40 Am. Econ. Rev. 349, 349.(1950) .

(treating "effective competition" and "workable competition" as synonymous).
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considered workably competitive, the concept ofworkable competition would
lose all meaning. Likewise, a moderately or highly concentrated market in which
the leading suppliers tacitly collude is not workably competitive. For example, if
the leading suppliers have settled into some form of coordinated interaction, e.g.,
by refraining from competing actively to poach each other's customers, the
market will fail to be workably competitive. More generally, if the leading
suppliers are colluding — either expressly or tacitly — the market is not workably
competitive.

Shapiro WDT at 10-11 (emphasis in original).

According to the Services'conomists, the presence or absence of "workable" or
"effective" competition in the present case must be determined by recognizing that the
noninteractive services are "aggregators," that is, they aggregate sound recordings they have
licensed f'rom record companies in the upstream market and then provide access to such licensed
sound recordings to listeners in the downstream market. In such a market, "workable
competition" is present, according to the Services'conomists, if "aggregators can offer
attractive packages without the products ofparticular suppliers and to the extent to which these
aggregators can steer their customers toward or away from particular suppliers." Shapiro WDT
at 11. This ability to steer toward or away f'rom certain suppliers is an example ofprice
competition, according to Dr. Katz. See Katz WDT at $ 32 ("[C]ompetition arises only when
buyers have the ability to substitute the offerings of one seller for those of another. It is this
possibility of substitution that drives sellers to offer higher quality and lower prices in order to
attract buyers to themselves rather than their rivals. Conversely, when buyers lack the ability to
substitute among the offerings of different sellers, there is no competition among sellers to attract
customers.") (emphasis in original).

The Services assert that the interactive service agreements that SoundExchange proffers
as appropriate benchmarks are not the product of such an "effectively competitive" market. In
support of this assertion, the Services advance several arguments.

First, the Services maintain that there is a fundamental difference between interactive and
noninteractive services that precludes the former &om serving as an "effectively competitive"
benchmark for the latter. That fundamental distinction arises, they aver, f'rom the fact that a sine
qua non of on-demand services is that each downstream listener chooses the artists, albums, and
tracks to which he or she listens, as well as the timing and frequency of each play. For this
reason, on-demand interactive services must always be in a position to play any sound recording
a listener might demand, and the on-demand services therefore lack the ability to steer
performances away from higher-priced labels and toward lower-cost providers. See Shapiro
WRT, at 23; see also Katz WDT $ 17 (describing buyer choice as the "essence of competition"
and opining that "[t]he creation of a rate-determination process and its willing-buyer/willing-
seller standard can best be reconciled with economic principles and common sense by
interpreting willing buyers as those who have meaningful choices among competing sellers,
rather than facing a single, all-or-nothing offer &om a monopolist.").

Second, the Services note that a lack of effective competition in the upstream interactive
market is confirmed by the testimony of numerous SoundExchange witnesses, who conceded
that the licenses between record labels and on-demand services are the product of a market
devoid of any price competition between record companies to obtain additional plays on on-
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demand services. See 4/28/15 Tr. 415-16 (Kooker) (Sony has "never cut [its] price responding to
a competitor's proposal or for more plays."); 4/30/:1 5 Tr. 1097-99 (A. Harrison) (Universal has
never lowered a proposed rate as a consequence of finding out that another Major was offering a
lower rate, and, more broadly, Universal does not take any ac:tions to compete with Sony or
Warner with respect to &&ervices); 5/7/15 Tr. 2485-86 (Wilcox) (Warner has never offered a lower
rate to an interactive service for more pla~ys).

Third, the Services'cono:mists conc:luded that the reason for the absence ofprice
competition in the upstream interactive market:is that the repertoire.& of each Major are
"complements" for each other. As Dr. Shapiro opinedh:

In the parlance of economi.cs, the "must have" suppliers are complements& not
substitutes, because buyers need each of them and catmot substitute one for
another .... This concept is well .known in economics. When two essential inputs
must be used together, they are oIFten referred to as "Cournot Complements." The
evidence ... shows that: the repertoires of the major record companies are Cournot
Complements for interactive services.

The evidence shows clearly that the major interactive services "must have" the
music of each major record company to be conimercially viable. The repertoires
of the major record companies are not substitutes for each other in the eyes of
either interactive servic:es or the record compai!ties thrums!elvts. Ties means that
there is no tnie "buyer choice" in this market. Thus, the market for licensing
recorded music to interactive services is not workably competitive ....

Shapiro WRT, at 15.

Fourth, the Serv:ices note that SoundIExchange's economiic expert, Dr. Rubinfeld, did not
perform any separate analysis to determine whether the proffered interactive benchmark
reflected the dynamics of a competitive market. Rather, he assumed, i.e., he took "forgranted,~'hat

his proffered interactive benchmark market was sufficiently competitive. 5/5/15 Tr. 1922
(Rubinfeld).

Fifth, the Services rely upon numerous statements in,&everal documents from
SoundExchange's own principal advocates in the present case that had been submitted to the
Federal Trade Commission (FTC) on behalf'of Universal seeking approval'. ofUniversal&s then-
proposed merger with EMI—subsequently approved by the FTC and later consummated.95

These documents, according to the Services., reveal that Universal and iIts advocates asserted t6
the FTC that the proposed merger would not lessen competition because the marketfor

" Professor Rubinfeld acted as economic advisor to UMG and Eall in relation to that transaction, and Mr.
Pomerantz, SoundExchange&s lead coun. el in this proceeding, acted as UMG's counsel. 5/5/15 Tr. 1942-43; 1950-

!

51 (Rubinfeld); PAN Ex. 5345 at 1.
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interactive services was already not competitive. Specifically, the Services point to statements to
the FTC by or on behalf of Universal:

PAN Ex. 5349, at 1-2 (Universal).

PAN Ex. 5349, at 17 (Universal).

PAN Ex. 5025, at 2, 18 (Pomerantz).

NAB Ex. 4129, at 41-2 (Rubinfeld).

PANEx. 5025 at18 21 Pomerantz seeNABEx.4129 Rubinfeld

22 letter to the FTC)
('/5/15 Tr. 1956-58 1946-47 Rubinfeld uotin PAN Ex. 5345 June
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PAN Ex. 5349 at 17 Universal 'em hasis addled see P!AN~ Ex. 5025.'t 16

II I II
Additionally., iHeait's economic experts, Drs. Fischel and Lichtman, relied upon' 'ocumentsubmitted to the FTC:in connection with the UniversaVEMI merger,

contrasting the "must have" nature of the interactive service market with the more corn ietitive
noninteractive service market:

III" IHM Ex. 3054 $41:n.70 (FischeVLichtman WRT) (quoting SNDEX 0266588'-665) 'emphasisadded).

Sixth, according to the Services, the foregomg poi&nts demonstrate that Dr. Rubinfeld's
proffered interactive benchmark market not only fails to be competitive, but also iseven'vorse'han

a market controlled by a single monopoly supvlier. Shapir&'i WRT, at 18;, see also Kat&
WDT $$ 41-43 (By logic first identified by Antoine Cournot in 1. 838, firms offering
complementary prodjucts tend to set higher prices than would even s& monopoly seller of the same
products, illustrating that suppliers of complements dd not cdm ete with one another. PAN Ex.
5349 at 19 niversal White Pa er to FTC ex lainin th t '

')

Seventh, the Services note that the Majors structure their'contracts with the interactive
services to avoid any price competition with the other labels and to prevent the on-demand'ervicesf'rom attempting to steer users away f'rom their repertoires. See 4/28/15 Tr. 441-42
(Kooker); 4/30/15 Tr. 1142 (Aaron Harri.son); 5/7/15 Tr. 2473 (&&Vilcox). Even more particularly,
the Services note that the Majors'greements with the leading interactive services contain
provisions that effectively prevent the services from favoring& the artists or repertoires of one
label over another. These provisions apply variously to playlists, artist or album features,
editorial content, home-page placements, advertisements, album recommendations, and/or other
ways the interactive services may promote particular content to their users,. See 4/28/15 Tr. 455-
56 (Kooker); 4/30/15 Tr. 1144-45 (Harrison); 6/2/15 Tr. 720:.-05 (Harrison); 5/7/15 Tr. '2487-88,'490-93(Wilcox).
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The Services disagree with SoundExchange's assertion that downstream competition
causes Dr. Rubinfeld's interactive benchmark to reflect "effective competition." In fact, Dr.
Katz asserts that SoundExchange's conclusion is 180 degrees wrong:

[W]hen you have a highly competitive downstream industry, there's going to be a
smaller markup of [retail] price over cost because the competitive pressures are
going to tend to drive [retail] price to cost. So what that means is ... for any ...
license fees set by the record companies, we have a highly competitive
downstream market. There's going to be a smaller markup. That then makes it
profitable, more profitable to set a higher price upstream. So, actually, the more
intense the competition downstream, the greater the incentive to charge a high
price upstream because you don't have to worry about so-called double
marginalization.

5/11/15/15 Tr. 2819 (Katz) (emphasis added).

The Services take Dr. Talley and SoundExchange to task for failing to do any empirical
work to confirm whether and to what extent piracy and other downstream alternative music
delivery competitors may have affected upstream interactive rates. The NAB notes that Dr.
Talley admitted that he had performed no empirical analysis to ascertain whether or to what
degree "downstream competition is, in fact, impacting the upstream negotiations" in the
interactive market. 5/27/15 Tr. 6092-93 (Talley); see id. at 6058 ("I haven't done an empirical
analysis of that market ...."). Dr. Tally further admitted that he had not studied either the
downstream interactive service market or the upstream market in which the record companies
license interactive services. Id. at 6080-83. Finally, although Dr. Talley made certain
suppositions regarding the elasticity of demand flowing &om the downstream market into the
upstream market, the Services note that Dr. Talley admitted that he had not attempted to
calculate any elasticity of demand whatsoever, because "within the ambit ofhow I was retained
as an expert, I did not view that as part of my charge." 5/27/15 Tr. 6093 (Talley).

The Services also note that their own experts, contrary to SoundExchange's assertions,
had not acknowledged that piracy and other forms of downstream competition had or would
reduce upstream interactive rates to an "effectively competitive" level. Rather, as the NAB
notes, for example, Dr. Katz testified that even ifpiracy imposes some constraint, "that doesn'
render the market effectively competitive ... it may be pressure on the monopoly price, but,
nonetheless, it's a monopoly price." 5/11/15 Tr. 2823 (Katz). As Dr. Katz further explained, the
merger submissions made by Universal argued that the merger would lead to lower prices
because it would remove the Cournot complements pricing effect between UMG and EMI, and

"Double marginalization" occurs when the upstream supplier has upstream market power and its buyer, the
downstream seller, has downstream market power. In that situation, "the price of the input is marked up twice: by
the upstream firm and, in terms of the final product price, by the downstream firm." W. Kip Viscusi, et al.
Economics ofRegulation and Antitnsst 239 (2005). In the absence of downstream market power on the part of the
upstream buyers/downstream sellers, the upstream firms with market power can capture the full benefit of single
marginalization, i.e., ofprice above marginal cost.

Determination of Rates and Terms
2016-2020 (Web IV) - 63



that would not have been true Iif prices had already been squeezed by piracy to near the
competitive level:

[T]he parties were saying, if we'e allowed to merge, we would find that it would
increase our profits to lower our price. So clearly, piracy had not pushed them
down to such a low price that going lower would reduce theIir profit. They
actually say, going lower would raise our profits. And what that's telling you is,
along with the fact that the other majors are must have [s'] as well, is [that] they
were actually concerned they were pricing above the monopoly level.

5/11/15 Tr. 2825 (Katz) (citing PAN Ex. 5025 at 22).

Additionally., the NAB., again through Dr. Katz, notes that identifyiIig a hypothetical
increase in the elasticity of demand in the upstream market a6sing f'rom competition in the
downstream market is not the same as identI.fying a competitive price in the upstream market.
Thus, the Services asseit that, although Dr. Katz testified that piracy and other forms of
downstream competition could have "some,sort of an effect, and I believe it's in a downward 'irection,"5/11/15 Tr. 297:3 (Katz), he was not opining how far such competition. might have
pushed down the price. They point out that, when Dr. Katz noted the hypothetical possibility
that downstream competition could push upstream prices down to competitive levels, he was not
suggesting that such a hypothetical circumstance exists in the interactive market. Rather, he was
simply saying something is "conceivable, ifyou'e~ talking about hypotheticals" or "possible,"
which does not imply that it is likely, or:in any way true in this case. See 5/11/15 Tr. 2976-78
(Katz).

The Judges find'. that the nnpact ofpiracy and other downstream competitors (such as
YouTube) does not serve to promote "efIFective competition" in any of the relevant upstream
markets, including the upstream market for sound recordmgs licensed for use byinteractive'ubscription

services. SoundExchange, through the testimony os Dr. Talley, did note
persuasively that in theory these downstream competitors would depress the upstream price.
SoundExchange also correctly noted that Drs. Katz and Shapiro con.curred with that theoretical
point. However, a close reading of the testimony of Drs. Talley, Katz, and. Shapiro reveals that
none ofthem concluded that the impact ofsuch downstream competition would necessarily
depress any upstream price. to a level that would offset the upwardpricing'fPct of
complementary oligopoly. Rather, Dr. Talley and SoundExchange invoke the vague idea that
any monopoly effects—after assurmiiig the upstreain impact of downstream competition—would
be "benign" or "pedantic," and Drs. Katz and Shapiro acktnowlertlged otrly the 'hypothetical
possibility that downstream competitIion in some circumstance could eliminate the
anticompetitive power ofupstream monopolists or complementary oligopolists.

In the present case, though, the Judges are not left with mere hypotheticals regarding
whether the anticompetitive elements of the interactive market are "benign." or "pedantic." Nor
are the Judges hamstrung, as SoundExchange suggests, by the alleged absence of "bight lime",
demarcations as to when effective competition:is present and when:it is not. Rather, the Judges
were presented with hard and persuasive evidence that competitive steering has reduced royalty
rates in the noninteractive market andi would do so in the hypothetical market as well. This
evidence of steering (provided by Pandora and:iHeart) demonstrates a measurable range of
adjustment to the pri.ces that would be set in a market for those streaming services if the services
could inject price competitiIon via steering. Thus, the rate set in .Dr. Rubinfeld.'s upstream
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interactive benchmark market should be adjusted to reflect such price competition, so that it is
usable as an "effectively competitive" rate in the segment of the market to which that benchmark
applies: the noninteractive subscription market.

The evidence of a range ofpotential steering adjustments also rebuts SoundExchange's
argument that the concept of "effective" or "workable" competition is "fuzzy" and that no
"bright line" can be drawn between effectively competitive and non-competitive rates. The
Judges find that this "line" needs to be drawn on a case-by-case basis, &om the evidence and
testimony adduced at the hearing. Here, the range of steering adjustments Rom direct
noninteractive licenses has been introduced in evidence, steering experiments have confirmed the
reasonableness of such an endeavor and expert testimony has explained how steering is a
mechanism by which to offset the complementary oligopoly power of the Majors (while not
reducing their firm-specific and copyright-specific market power).

The Services dismiss the idea that the record companies'egotiations with interactive
services are evidence of an effectively competitive market. The Judges agree with the Services
criticism of this assertion. As Dr. Shapiro explained, the mere existence of such negotiations is
uninformative as to whether the rates negotiated between the interactive services and the Majors
are competitive. Pandora PFF $ 237 (and citations to the record therein). Moreover, the Services
note that Dr. Rubinfeld conceded that the existence of such negotiations is not evidence of a
competitive market, because even monopolists negotiate with their customers. See 5/28/15Tr.
6487-88 (Rubinfeld) ("Q. Do firms with monopoly power ever bargain with their customers? A.
Yes. Q. Do firms with monopoly power ever make concessions or change their bargaining
position in response to positions taken by buyers with which they are dealing? A. Yes.").
Pandora furler notes that, when questioned on this issue by the Judges, Dr. Rubinfeld conceded
that "the fact that they'e in negotiations, per se, doesn't mean the market is competitive,..."
5/5/15Tr. 1861-63 (Rubinfeld).

On this issue, the Judges also agree with Dr. Katz, who noted that negotiations over price
can occur between a monopolist and its customers in order to facilitate price discrimination and
increase monopoly profits rather than to concede to more competitive prices. Specifically, Dr.
Katz testified:

Bargaining with your customers and having some of the give and take can even be
a form ofprice discrimination in a way to get additional monopoly profits, so the
mere fact that your customer asks for something and you say, okay, I will give
that to you, particularly if that is going to help you get more money, the fact that

It appears that SoundExchange may be making an implicit argument that the rates in its interactive benchmark
market have been so reduced by downstream competition that all supranormal profits have been eliminated.
However, SoundExchange did not produce evidence sufficient to show record company profits overall to support
such an argument. Also, as the Judges have previously noted, and note again in this determination, the rate-setting
process under section 114(f)(2)(B) is not intended to preserve any parties'rofits. Moreover, if the Judges were to
go down that evidentiary road and base their rate decision on profits and reasonable rates of return, the process
would in essence become a public-utility style proceeding and, as noted elsewhere in this determination, no party
has suggested that section 114(f)(2)(B) proceedings could be conducted in such a manner.
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you do that doesn't show you lack monopoly power. It shows you are
economically rational.

5/26/15 Tr. 5715-16 (Katz),

The Judges reject SoundExchange's arg«nnent that evidence of its negotiations with
interactive services demonstrates that the interactive market is effectively competitive. As the
Judges pointed out in their &Commencement 1Voti ce in this proceeding, price: di. criirnination iS a
feature of markets such as sound recording markets, whet e the marginal physical cost of
licensing a sound recording is essentially zero, and is also a relatively comirnon feature in many
markets. 79 Fed. Reg. 412, 413 (January 3, 2014).

Further, the Judges cannot ignore the, testimony &Am several record company witnesses,
discussed in this determination, in which they acknowledged that they never attempted to meet
their competitors'ricing when negotiating with interactive services, Thus, the existence o:f the
negotiations noted by SoundExchange caImot override this more specific testjjrnony,

The Judges were presented with substantial,, uurebutted evidence that the interactive
services market is not effectively competitive. The Services conclude from this that the
interactive services benchmarks are wholly uninformative with regard to the rates that would be
negotiated in an effectively

corn@8&&itive

nonuxteractive 'market, 8&M Shapiro WRT,, at 47
(explaining that Professor Rubinfeld is requesting that the Judges "replicate and extend the
excessive royalty rates from interactive serv:ices market — where competition is manifestly not
working — into the market for the licensing... to statutory webcasters .'..."). The Judges
dIsagree.

The Services'wn evidence demonstrates persuasively that competitive steering has
reduced royalty rates in the noninteractive market and would do so in the hypothetical market as
well, This evidence of steering (provided by Pandora and~ iHeart) demonstrates a measurable
range of adjustment to t]he prices that would be,set in a market for those streaming services if the
services could inject price competition vIa steering„Thus, the rate set m Dr. Rubinfeld's
upstream interactive benchmark market can and should be adjusted to reflect such price
competition, in order to render it is usable as an "effectively competitive" rate in the segment of
the market to which that benchmark applies — the noninteractive subscription market.,

The evidence of a range ofpotential steering adjustments also rebuts SoundExchange's'rgument

that the concept of "effective" or "'workable" competition is "fuzzy" and that no
"bright line" can be drawn between effectively competitive and non-competitive rates.

The'oundExchange

may be implying that the rates in its interactive benchmark market have been so reduced by
downstream competition that all supranormal profits have been eliminated. However, Soundl".xchange did not
produce evidence sufficient to show record company profits overall to support such an argument. Also, as the
Judges have previously noted, and note again in this determination, the rite-setting process under section
114(f)(2)(B) is not intended to preser ve any parties'rofits. Moreover, if the Judges were to base their rate decision
on profits and reasonable rates o)F return, the process would in essence become a public-utility style proceeding and,
as noted elsewhere in this determination, no party has suggested that sectI.on 114(f)(2'j(B) proceedings could or
should be conducted in such a manner.
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Judges find that this "line" needs to be drawn on a case-by-case basis, &om the evidence and
testimony adduced at the hearing. Here, the range of steering adjustments from direct
noninteractive licenses has been introduced in evidence, steering experiments have confirmed the
reasonableness of such an endeavor and expert testimony has explained how steering is a
mechanism by which to offset the complementary oligopoly power of the Majors (while not
reducing their firm-specific and copyright-specific market power).

b. Dr. Rubinfeld's Interactive Benchmark is Applicable only to the Subscription
Market

The Judges find that the interactive benchmark proposed by SoundExchange (adjusted as
discussed in the previous section) is informative—but only to a particular segment of the
noninteractive marketplace. The foundational aspect of Dr. Rubinfeld's interactive benchmark is
his assumed equality between two ratios: (1) subscription revenues to royalties in the intevactive
market; and (2) subscription revenues to royalties in the nonintevactive market. The Services
claim, however, that Dr. Rubinfeld provided no economic basis for this "assumption." For
example, the NAB asserts that Dr. Rubinfeld admitted that he was only "follow[ing] past
practices" of Dr. Michael Pelcovits, an economic witness for SoundExchange in Web II and Web
III. Rubinfeld CWDT tt 207 n. 124, 5/6/15 Tr. 2026-27 (Rubinfeld). This criticism was echoed
by Pandora's economic expert, Dr. Shapiro, who testified "there is simply no plausible economic
rationale that would support the use ofProfessor Rubinfeld's interactivity adjustment." PAN Ex.
5023 at 29-30 (Shapiro WRT).

However, Dr. Rubinfeld's oral testimony, and the testimony of the Services'conomic
experts, indicated that an economic principle indeed underlies his assumed equivalency in these
ratios. More particularly, Dr. Rubinfeld acknowledged that his "ratio equivalency" was intended
to create a rate whereby every marginal increase in subscription revenue would result in the same
increase in royalty revenue, whether that marginal increase in subscription occurred in the
interactive market or the noninteractive market. 5/5/15 Tr. 1767 (Rubinfeld). This result, Dr.
Rubinfeld agreed, reflected an application of rational profit maximizing behavior by a willing
seller, as explained in colloquy with the Judges:

[THE JUDGES]

[T]hat's an application ... of a fundamental economic process ofprofit
maximization .... [The record companies] would want to make sure that the
marginal return that they could get in each sector would be equal, because if the
marginal return was greater in the interactive space than the noninteractive ...
you would want to continue to pour resources, recordings in this case, into the
[interactive] space until that marginal return was equivalent to the return in the
noninteractive space. Would that be correct?

[DR. RUBINFELD]

It would. You said that just the way I would like to have said it when I was
teaching that subject. Yes, I agree with that.

5/7/15 Tr. 2325 (Rubinfeld); see Rubinfeld CWRT tt 172 ("All else equal, the
interactivity adjustment sets statutory rates that represent the same &action of
subscription prices as paid by the on-demand services ...."),
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Thus, Dr. Rubinfeld's "ratio equivalency," assumes a 1:1 opportunity cost" for record'ompanies,whereby, on the margin, a dollar of revenue spent on a subscription to a
noninteractive service is a lost opportunity for royalties Rom'a dollar to be spent on a
subscription to an interactive service. Accordingly, and contrary to the Services'riticism, ~Dr.~

Rubinfeld's "ratio equivalency" does possess an underlying economic rationale.

However, the unwarranted assumptions lurking be]hind Dr. Rubinfeld's ec'onomic
rationale were noted by the Services'conomic expert witnesses, For example, Dr. Lichtmhn, hm I

economic expert for iHeart, testified:

[Dr. Rubinfeld] assum[es], I think, a perfect substLtuti'on '... assumptions about
substitution, competition how all of these markets ~interre~late ...~. [I]t's intuitive. I
understand why he was drawn to it. It's so nice toi say, yes, roughly these will all
be the same, revenue to royalty, revenue to royalty.

5/16/15 Tr. 4043-44 (Lichtman).

Dr. Rubinfeld's "ratio equivalency" — as a means toward profit maximization — was more
than a theorefical abstraction. The desire of the record companies to achieve such pricinig parity
across markets was confirmed by a senior Warner executive who testified on behalfof
SoundBxchange:

Ont goal, aspirationa!!y anti in actual results, hes.been e~ .percent rev[enue]
share in this area generally.... So we'e been kind of struggling, ifyou will, to
pull these business models up to what we think is the level of considerationthat'e

ftnd appropriatefor essentially ali of these matte modelswtttch,'is the ~
range. So it was a combination of trying to be realistic and make major progress
towards our ultimate goal.

6/3/15 Tr. 7406 (Wilcox) (emphasis added).

Mere assumptions as between interactive and rioninteractive services regarding
substitution, competition, market interrelationships and the like are inadequate, and thus limit the
applicable scope ofDr. Rubinfeld's "ratio equivalency" approach. The unsupported and
unrealistic assumptions in the "ratio equivalency" approach are considered below.

As Dr. Lichtman noted, the "ratio equivalency']'niDr] Rubinfeld's model makes
assumptions regarding substitution, and how these markets interj'elate.,5/6/15 Tr. 4043-44
(Lichtman). That is, the "ratio equivalency" approach assumes that the listeners who willingly
pay for a subscription to a service have a WTP equal to the WTP of those who use ad-supported
(Bee-to-the-listener) services. However, the record evidettce'is overwhelming that ther's a
sharp dichotomy between listeners who have a positive WTP and therefore may pay a
subscription fee each month for a streaming service and those listeners who have a WTP. of.zero..

The most persuasive evidence on this point is found in the results of the conjoint'ur]vey
conducted by a SoundExchange witness, Dr. McFadden. 'Dr.'McFadden performed his conjoint
survey to determine the WTP ofconsumers who were provided with a menu ofbundled features
that reflected bundles that existed in the marketplace. His findings revealed the dichotomy
regarding the WTP ofconsumers ofnoninteractive services:
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I find that consumers of streaming services divide between those who are willing
to pay for these services (and the extra features they offer) and those who are
averse to paying for music streaming services ....

McFadden WDT 5 10 (SX Ex. 15) (emphasis added).

This dichotomy was examined in detail by another economist, Dr. Steven Peterson, who
was a joint witness for the NAB and Pandora. Dr. Peterson noted a critical bimodality in Dr.
McFadden's data (consistent with Dr. McFadden's finding) that reflected two classes of
listeners; those who would pay a positive sum for various features available in a noninteractive
service and those who refused to pay any money for any features. As Dr. Peterson explained,
SoundExchange and Dr. Rubinfeld rely on the average WTP among the survey participants (to
confirm Dr. Rubinfeld's interactivity adjustment), but that average obscured the clear bimodality
of Dr. McFadden's results:

Dr. McFadden presents only the estimated average willingness to pay for each
feature addressed in his survey, However, it is possible to estimate each survey
participant's willingness to pay for the features addressed in the survey. Based on
the information for individual respondents, Dr. McFadden notes that there is a
group ofusers who are averse to payingfor music streaming services.... Thus,
Dr. McFadden's results are consistent with the record labels'ocuments that
indicate many consumers have a low willingness to pay for subscription
streaming services.... Moreover, the distribution is bimodal, meaning it has two
peaks.... [T]he average willingness to pay for a service with no ads masks the fact
that there is a bimodal distribution ... ofpreferences over the willingness to pay
for a service with no advertisements and that the peaks occur so that consumers at
the peaks have divergent preferences (i. ets would respond in opposite ways)
regarding a service with or without advertisements.

NAB Ex. 4013 at 32-34 (Peterson CWRT) (emphasis added; footnotes omitted).

This point is consistent with Dr. McFadden's own testimony, in which he stated: "Most
users regard their use of [streaming] services asPee in the sense that they require no out-of-
pocket expenses to listen to music," McFadden WDT $ 56 (emphasis added). Dr. McFadden
then testified that his own survey data confirmed "a group of consumers who place a high value
on no out-of-pocket expenses ... who are likely to remain [on] or adopt &ee plans." Id.

The Judges cannot disregard this bimodal chasm. Moreover, the record is replete with
evidence corroborating this point. For example, testimony &om industry witnesses underscored
the unwillingness of a substantial percentage of listeners to pay any price to listen to
noninteractive services. A Sony executive testifying on behalf of SoundExchange stated: "It'
challenging to convince a consumer to open their [sic] wallet and pay for something that is
similar to something that is available to them for &ee ...." 4/28/15 Tr. 376-77 (Kooker). Even
when the Majors provide incentives and disincentives to services in the form of royalty
reductions and increases, they are unable to induce more than a minority of listeners to convert
&om a "free" service to a paid subscription service. One of the most successful interactive
services, Spotify, bas only been able to induce approximately I% of its listeners to pay for a
subscription streaming service. Id. at 404-05; see id. at 430 (Mr. Kooker acknowledging no
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evidence ofa meaningful group ofusers willing to pay to subscribe to Pandora beyond.those
who currently subscribe).

Another industry witness, Aaron Harrison ofUnivtersal, acknowledged that he had rio
data to support a conclusion that there is "some meaning6I1 group ofusers who would be ~g ~

to pay to subscribe to Pandora beyond those who already have...." 4/30/15 Tr. 1115 (A.
Harrison). This was consistent with a broader aspect ofMr. Haxiison's testimony, in whichhe'otedthat "the music-buying public has never been a huge market...." Id. at 990.

Pandora's ChiefFinancial Of5cer similarly testified that "approximately an 80 percent
slice of the market ... is unwilling to spend signi6cant money on music," as reflected in
"numerous studies" [that] show that about halfofAmericans will never spend another dollar and'nother... 35 percent will spend ... $ 15 per year." 5/13/15 Tr. 3553-54, 3356-57 (Herring).
This portion of the dichotomized market comprises the core ofPandora's customers: "[T]hat's
the group that we target, ... people that aren't going to be'able to be monetjzed. through a $ 10 a
month subscription or even a $5 a month subscription but want a free lean-back experience." Id.
at 3554. Accordingly, Mr. Herring noted that 95% ofPandora'S customers listen through the i

ad-supported free-to-the-listener, and only 5% are subhcriberh, Which hb unddsto'od to reflect
"user preference" for "free sources," rather than a "bias" on the part of Pandora toward "growing
market share." 5/13 Tr. 3435-36 (Herring).

Further supporting this dichotomy Gom the record company perspective, aninteinal'arner
strategy document noted that "[a]d-supported services have proven to primarily be

additive and to be targeting a different demographic than paid services." IBM Ex. 3118) at l11;I

see 5/7/15 Tr. 2405-06 (Wilcox) (noting that Pandora weaned listeners f'rom terrestrial radie
whose listening, therefore, had not previously been responsible for revenues that could be
monetized. into upstream royalties).

Expert testimony further con6rmed this dichotomy. One of SoundExchange's own
witnesses, Dr. David Blackburn, acknowledged that, at one end of the spectrum, consumers were i

willing to pay a lot ofmoney, and at the other end of the spectrum are people who are unwilling
to pay anything for music. 5/4/15 Tr. 1679 (Blackburn). An expert survey witness for Pandora,
Larry Rosin, surveyed consumers and found that, annually,for any sort ofmusic, physical ar
digital, 45% of respondents paid zero; 21% spent between $ 1 and $30, and 18% spent between
$31 and $60. Further, when asked if they would pay for a Pandora subscription if the See-to- i

the-listener service was discontinued, 54% said it was "not at all'ikely" that they would'pay for a'ubscription,and 25% said it was "not very likely" that they would pay'or' subscription. Rosin
WRT Figures 2 and 9 (PAN Hx. 5021); see 5/14/15 Tr. 3727 '(Rosin'). Mr. Rosin concluded'dm'issurvey that "the majority ofpeople are essentially.t. seeking ice services." Id. at 3742.

Despite the overwhelming evidence of this dichotomy in WTP, Dr. Rubinfeld's inodel is
based solely on the subscription platform. Thus, it is not reasonable to conclude that the ratio ef i

subscription rates to royalties in the interactive market is relevant to'he opportunity cost to la

record company of listeners who opt instead for ad-supported noninteNctive listening. Rather,
ad-supported (Bee-to-the-listener) internet webcasting appeals to a different segment of the
market, compared to subscription internet webcasting,'nd. therefore the two prod1Icts
differentiated by this attribute ("ads and &ee" vs. "no ads and subscription fee") cannot be
compared to perform a 1:1 measure of opportunity costs as is the case in Dr. Rubinfeld's "ratio
equivalency" model.
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Even SoundExchange acknowledges that "directly licensed interactive services ... allow
users to select their programming ... whereas ... statutory services can [only] ... influence what
they hear. SX PFF $278 (emphases added). As a SoundExchange economic expert witness
acknowledged, the consumer who values sound recordings highly is apt to have an interest in
particular sound recordings, and will be more willing to pay for a subscription that allows him or
her more "functionality," including the ability to select songs on demand for By contrast, the
more casual listener, with a number of Bee alternatives such as terrestrial radio, lacks the same
desire to select a particular song at a particular time. See 5/4/15 Tr. 1677, 1679 (Blackburn)
(distinguishing "music aficionados" who "are willing to spend a lot ofmoney on music" and
"additional functionality" Rom "people who are unwilling to pay anything for music."

This undisputed distinction drives in part the bimodal nature of the distribution between
listeners with a positive WTP for streaming and those with a zero WTP.

c. The Irrelevance of SoundExchange's "Convergence" Argument

The Services dispute the assertion that the increased overlap among the features of the
statutory and non-statutory services constitutes a convergence that is meaningful in this rate
setting proceeding. In support of this position, the Services make several specific arguments.

i. Fundamental Differences in the Services

The Services note a fundamental difference between interactive services and
noninteractive services. They suggest a "bright line" difference between statutory services and
non-statutory services that legally prevents convergence with regard to the most critical
distinction, i.e., the inability of listeners to statutory noninteractive services to choose the exact
song or playlist of songs to which they will listen, as they would if accessing their own music
collections. 5/13/15Tr. 3445-46 (Herring) (noting this "bright line" between statutory and non-
statutory service); 5/7/15/15 Tr. 2304-05 (Rubinfeld) (none of Pandora's features "enhance the
Pandora users'bility to select a particular song for listening at the time he or she wants to listen
to it."); see also 5/15/15 Tr. 3397-98 (Lichtman) ("on-demand ... [t]hat's the key thing that
makes the services different, not the little features that have been added ...."); Fischel/Lichtman
WRT tt 11 ("Clearly, the most important difference between interactive and noninteractive
services is ... on-demand functionality ....").

In addition to the above "bright line" difference, statutory licensees are subject to the
various other limits imposed by the DMCA performance complement. 5/27/15/15 Tr. 6136-37
(Fleming-Wood) ("[P]andora adhere[s] to the performance complement for sound
recordings..."); see 17 U.S.C. ) 114(j)(13). Specifically, statutory services cannot offer to their
listeners a pre-designated song; an entire album; more than four songs by the same artist or three
songs from the same album in any given three-hour period; caching for off-line playback; a
listener-created playlist played at the listener's discretion; the rewinding or fast-forwarding of
songs; and a preview ofupcoming songs. 5/6/15 Tr. 2016-18; 2049; 2088-89 (Rubinfeld).

" This criticism relates to the distinction between a listener's ability to "select" a song and a listener's more limited
ability to "influence" the song that is played, as emphasized supra, note 76.

Determination of Rates and Terms
2016-2020 (Web I'/) - 71



Additional differences highlighted by the participants in this proceeding include:

Pandora's "thumbs up/thumbs down" feature, which does not provide a listener
with the ability to select the actual artist or Song that i,'s played.,5/13/15 Tr. 3446-
47 (Herring).
The increased use ofmobile devices, which does not address the lack of
convergence between the essential functionalities of the two'ervices. 5/7/15 Tr,
2304-05 (Rubinfeld); 4/28/15 Tr. 432-33 (Kooker).
Spotify's mobile ShufGe service, which is not a noninteractive service but rather
has numerous on-demand features. See IHM Ex. 3371 $ 14 (Fischel & Lichtman
SWRT).

ii. Convergence Does Not Create Relevant Competition

The Services also take issue with the notion that functional convergence is probative of
competition relevant to this proceeding. Speci6callly, the ISehricbs Argue:'he

"convergence theory" focuses entirely on competition between services m the
downstream consumer market, and therefore offers no insight into the lack of
competition in the interactive upstream maI'ket'that SoundExchango seeks totIse's

its benchmark market. Shapiro WRT at 46-47; 5/18/15 Tr. 4469-71; 4474-75
(Shapiro).
The alleged convergence in the downstream market does not address the question
ofwhether the upstream market is effectively competitive. Shapiro W'RT at 46.
Dr. Rubinfeld failed to consider: (1) substitution patterns among the various
modes ofmusic consumption; and (2) market shares in the downstream market.
PAN Ex. 5022 at 10 (Shapiro WDT).
Attempts by on-demand services to offer some radio-like functionality do not
demonstrate competition between interactive and noninteractive services in the
upstream market, but rather indicate only that on-demand seivices seek to "cross-
over" and enter the "lean-back" market. 5/13/15 Tr. 3555-57 (Herrjng).
The fact that some consumers want both lean-back and lean-forward functionality
does not mean that each type of service is cbmpe~g ~th the other. IBM RPOR
296 (and record citations therein).
When Pandora imposed listening caps in 2013 and 2014, it lost listeners to other
noninteractive services, not to interactive services,'ndicating that the competition
did not crossover into the interactive market. Pischel/Lichtman WRT g 17-18
and Exs. A & B.
Statutory noninteractive services compete in the market for radio listening, which
is distinct from the interactive market, and abotIt 80'/d of |music consumption in
the United States occurs via "lean-back" radioilistening experience. Fleming-
Wood WDT /[14 n.2; 5/27/15 Tr. 6138 (Fleming-Wood); 5/13/i5 Tr. 3397-99
(Herring); Pandora Ex. 5016 $ 9 and Figure 2 (Hetring A'WRT) '(showing76.2%'f

consumers listen to laid-back services); see Shapiro WRT at 9 & Figure 2;
5/18/15 Tr. 4478-79 (Shapiro) (terrestrial redid, nhnirjteratctiIve kebcasting and
satellite radio comprise 63% of time spent listening to music, and interactive
services account for 7%).
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iii. The Supposed "Interactive" Features Made Available by the
Noninteractive Services Do Not Demonstrate Convergence

The Services claim that SoundExchange misrepresents the nature of their offerings in a
manner that falsely implies a convergence of features available on noninteractive services with
features available on an interactive service. The Services make the following points.

~ The experiment that Mr. Kooker performed failed to demonstrate the purported
convergence between interactive and noninteractive services. The services note that, on
cross-examination, Mr. Kooker admitted to a number of acts that increased the chances of
the desired artist playing during his experiment: (1) he created a new account for the
experiment, meaning Pandora had no information on what tracks or types ofmusic the
creator liked other than the "seed" artist (unlike the typical Pandora listener who has
created many stations, used the thumbs-up/thumbs-down button, skipped tracks, and
provided Pandora a host of information on his/her tastes above and beyond the first
"seed" artist); (2) he indicated that the new account user was a 25-year-old female, a
demographic which Mr. Kooker admitted was specifically chosen because it was "the
typical demographic, from Sony's experience, that would be looking for pop hit type of
playlists" (and who would then be more likely to receive those playlists); and (3) he
skipped songs until he had listened to five songs, even though he acknowledged that such
activity could influence Pandora's playlist algorithms. See 5/29/15 Tr. 6589-92 (Kooker).

o iHeart's on-demand video service represents a very minor element of total listenership for
iHeart's service. Fischel/Lichtman WRT $ 11 n. 14,

e "Pandora Premieres" is not a statutory feature and does not operate pursuant to the
statutory license. 5/15/15 Tr. 3444 (Herring); see 5/6/15 Tr. 2006 (Rubinfeld).

o Even though noninteractive services compete with interactive services "for music
listening generally," it is "marginal," i.e., at that line between 80 percent [lean back] and
20 percent [lean in]," and the "core businesses are very different.... They'e not
substitutes for each other." 5/13/15 Tr. 3397-99 (Herring).

The Judges find that there is significant evidence of functional convergence (up to the
limits prescribed by the DMCA) between interactive and noninteractive services. Further, the
Judges find that downstream competition exists between such services, based on the evidence
relied upon by SoundExchange.

However, such convergence and competition are swamped by the overwhelming
evidence of the dichotomy regarding the WTP among listeners. Therefore, Dr. Rubinfeld's
subscription-based benchmark approach does not demonstrate how convergence and competition
affect the relative royalties in the ad-supported, free-to-the listener market. The Judges note,
though, that such convergence in the subscription market is suggested by the fact that the
subscription-based rate derived by Dr, Rubinfeld &om 2014 data, $0.002376, is proximate to Dr.
Shapiro's high-end proposed rate for the subscription market of 0.00215. When Dr. Rubinfeld's
proposed rate is adjusted downward to reflect an effectively competitive market (as calculated in
the Rate Conclusion section), the two rates are even more proximate. Those two benchmark
subscription rates therefore indicate that competition and convergence indeed do cause
interactive and noninteractive royalty rates to be similar in the subscription market.

Thus, the impact of functional convergence and downstream competition is relevant only
in the subscription market. Therefore, once Dr. Rubinfeld's benchmark is limited to the
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subscription market, the Judges find that SoundExchange's emphasis on the functional
convergence of, and downstream competition between, interactive and noninteractive services is
pertinent.

Another important change in opportunity cost arises when the upstream purchaser (the ~

noninteractive webcaster in the present context) has the ability to: (1) purchase a'ubstitute input
and "bypass" the input &om the complementary oligopolists or monopolist; and/or (2) the ability
to "use proportionately less" of the input of the cokplbmhntalry hligbpdlists or monoyohst. In
the present case, both Pandora and iHeart have demonstrated. that, by steering,' noninteractive
service can: (1) partially "bypass" one or more Majors arid substitute an increased proportion of I

songs &om Indies or other Majors; and (2) therebyireduce their 'proportion" ofpurchases Rom
higher priced Majors up to a certain level.

Another important adjustment necessary to render Dr. Rubirifeld's "ratio equivalency"
useful is to make certain that the outcome does not'imply maintain'or import supranormal prices
that are the consequence ofthe absence of effective competition. The need, to adjust for undue
market power dates back to Web I, in which the CARP stated:

Perhaps ... a showing that the record companies themselves, or even the Majors,
could exert oligopolistic power would tempt thie pane~l to~ import a device i .. to
alleviate the market power problem.

8'eb I CARP Decision, at 23 (emphasis added).

Additionally, Dr. Rubinfeld's model treats the complementary oligopoly pricing in the i

input supplier's market as its potential opportunity cost. Thus, his "etio equivalency" will
simply sustain whatever complementary oligopoly price distortions are present iri the interalctike l

marketplace. In the present case, the ability ofnoninteractive services to steer away 6om higher
priced recordings and toward lower priced recordings (or threaten to do so) serves as a buffer
against the supranormal pricing that arises from the impact ofcomplementary oligopoly pricing
that was well-documented and admitted in the filings ~th the Federal Trade Commission (FTC)
by Universal, its economic expert and its counsel in connection ~th the Universal-BMI merger.
Thus, the Judges must (to borrow language f'rom the CARP decision in 8"eb I) "import a divide" '

a steering adjustment derived from Pandora's benchtnattk, tis discussed at leiigth inpa -'d
lower Dr. Rubinfeld's interactive subscription benchmark to reflect'the effect ofprice
competition and thus excise the complementary oligopoly power and reflect an effectively 'ompetitivenoninteractive subscription market. This adjusttnent is ~not unlike the adjustments
the Judges make to proposed benchmarks in proceedirigs under section 114, in that the
adjustment is made to align the benchmark rate with the statutory rate. '

The concept of"steering" is discussed at length in connection with Pandora's rate proposal.
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4. Other Critiques of Dr. Rubinfeld's Interactive Benchmark.

a. Dr. Rubinfeld's Use of Revenues Instead of Service Profits

According to Dr. Katz, the "ratio equality" assumption is also contrary to a fundamental
economic principle. The buyer, i.e., the noninteractive service, will determine its valuation
based on theprofits it expects to realize Rom using the input, i.e., the sound recording, not
merely the revenue it may earn. Of course, the buyer's consideration ofprofits necessitates the
buyer's consideration of "cost," since, broadly stated, profits equal revenues less costs. Katz
AWRT gtt 50-51, 70-71; 5/11/15 Tr. 2861 (Katz), Utilizing Pandora's non-license fee costs as
an example (other noninteractive services'ost data were not readily available), and assuming
that the non-licensing costs of interactive services were the same, Dr. Katz concluded in rebuttal
that Dr. Rubinfeld's interactivity adjustment would increase to 7.9 to equalize the ratio ofprofits
per play to royalties per play across the two markets. Katz AWRT gtt 74-76 and Tables 6 and 7;
5/11/15 Tr. 2870-73 (Katz); 5/12/15 Tr. 3123-25 (Katz)'

The Judges reject this criticism as it pertains to the narrow segment of the market to
which the Judges apply the interactive benchmark. When the segment of the market at issue
consists of willing buyers/licensees who are providing access through subscription-based
listening to listeners who have a WTP for either interactive or noninteractive services that are
close substitutes, then Dr. Rubinfeld's "ratio equivalency" is reasonably based on revenues. Dr.
Katz's critique of the revenue-based approach notes that Dr. Rubinfeld failed to factor into his
analysis how profit, or lack thereof, to be realized by the noninteractive service would affect the
royalty it would agree to pay in the hypothetical market.

However, in the segment of the marketplace described above, a "willing seller" would
not be concerned with the service's calculus of its own profits. If those profits were too low to
pay a royalty as a percentage of revenue equal to the royalties paid by the interactive services,
the "willing seller" simply would not supply the noninteractive service in that hypothetical
subscription marketplace. That decision by the "willing seller" may foreclose one or more
services &om participation in the subscription market, but, as the Judges noted in the Web II,
they are not obliged to set the statutory rate at a level that permits a noninteractive service to
realize any particular profit in the market. 72 Fed. Reg. at 24088, n.8.

b. Failure to Adjust for Supposed "Noninteractive" Services Prohibited by the
DMCA

Dr. Katz further criticized Dr. Rubinfeld's attempt to rely on the equivalence of the
aforementioned ratios because Dr. Rubinfeld's noninteractive numerator [C] is calculated &om

' Dr. Katz did not claim that his own cost estimates or assumed equivalencies across the two markets were
necessarily accurate. Rather, he emphasized that his cost-based/profit-based adjustment was premised on his
estimates showed the invalidity of Dr. Rubinfeld's decision simply to "assume[] the costs were zero." 5/12/15 Tr.
3123-24 (Katz).

Even in the ad-supported market, the Judges are not setting a rate in order to provide a service with any level of
profits or revenues,
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revenue received by services that were not actually "noninteractive," but rather offered
functionality that rendered them non-DMCA compliant and hence "interactive." 5/16/15 Ti'.
2042-50 (Rubinfeld) (Rhapsody unRadio offered on-demand',plays„c~, and urilirriited skips,
and two other services; Slacker Radio Plus and MixRadio Plus, offered caching as well as
unlimited skips). Thus, Dr. Katz, argues, the numerator [C] should have been'adjusted 'ownwardto reflect an additional interactivity adjustment, which, ceterisparibus, would have
reduced the noninteractive royalty rate proposed by Dr. Rubinfeld.

Dr. Katz correctly notes that the numerator in ~Dr. ~ Rubinfeld's so-called "noninteractive"
ratio contains revenues from services that are not DMCA-compliant. Dr. Rubinfeld should have
made a further interactivity adjustment to reflect whatever marginal'alue was attributable to the i

additional functionality ofhis stand-ins for the services that lie used~ as pro&e$ foi trttly DMCA
compliant services. However, the Judges fmd that, given.the. degree ofconvergence among all
services in terms of functionality, as discussed supra, as it pertains to this subset of the
noninteractive market in which listeners subscribe— the marginal additions to functionality that
Dr. Rubinfeld may have improperly captured in his "noninteractive" revenue numerator do hot
disqualify the use of that benchmark in this subscription marketcontext.'.

Failure to Rely on the Advertising-Based Noninteractive Model that
Predominates in the Market

An important and fundamental problem with Dr. Rubinfeld's analysis, according toDr.'atz,lies in Dr. Rubinfeld's failure to acknowledge in~ his benchmark analysis that the
advertising-based revenue model, rather than the subscription-based revenue model, is the
do~i»rit business model for noninteractive services. Katz AWRT $ 53 (quoting Rubinfeld
CWDT $ 170 (stating that Dr. Rubinfeld's "analysis does not explicitly account for 'iree'd-
supported services."). Katz AWRT f55.

This criticism was also leveled by one of iHeart's economic experts, who testi6ed that
"certainly there is no basis to assume that subscribers are a reasonable proxy for all listeners to
noninteractive services," given that subscribers account for only'four percent ofPandora'
listenership and zero percent of iHeart's. Fischel/LicbltmW ~T [[$5; i5/15/1$Tr& at 3989-90 ~

(Lichtman).'c4

The Judges find that such differences in functionality are of relatively tow~importatice 'in the subscription market
in light of the evidence of downstream functional convergence. In this re'gard, it is noteworthy that even P'andora's
expert Dr. Shapiro (the only Service expert to propose a separate subscription rate) has proposed a rate quite simil'ar
to the rate proposed by Dr. Rubinfeld based on a purely subscription-based m'odel (Those'rate's are even closer to
each other after an "effectively competitive" steering adjustment is applied to Dr. Rubinfeld's proposed subscripti'on'ate).If there was truly a material issue as to how WTP, convergence and functionality gradations impacted ioya1ty
rates in the noninteractive subscription market, the Judges would have expected to see a much wider gulf between
the SoundExchange and Pandora subscription-based proposals.

Dr. Rubinfeld declined to use advertising-only interactive services as benchmarks in his original WDT. He noted'hatinteractive services use ad-supported (free.to-the listener") alternatives as tools to convert listeners into paid
subscribers (the so-called "f'reemium" model), thereby distorting (through "upseH incentives") the reliability of ad-
supported interactive service agreements as benchmarks. Rubinfeld CWDT g 126, 128; see also Rubinfeld CWRT
at 39, n.128 (no "apples to apples" comparison could be made between noninteractive services, on the one hand,
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Dr. Katz also criticized Dr. Rubinfeld's attempted rebuttal of this criticism. Dr.
Rubinfeld, in rebuttal, noted that he had estimated a 1:1.01 ratio of advertising-only revenue to
royalties in the interactive service market, which he concluded was confirmatory of
SoundExchange's proposed rates as determined by the interactive subscription revenue: royalty
ratio. Rubinfeld CWRT tttt 161-169.

According to Dr. Katz, it is incorrect to compare only the revenues of the ad-supported
tiers of the two types of services. Rather, the proper approach, according to Dr. Katz, would be
to compare the overall revenue (ad-supported and subscription) per play as between the
interactive and noninteractive services. Otherwise, gross disparities in average revenue per play
(resulting from the number ofplays in each model (ad-based or subscription) and in revenue per
play in each such model) would be camouflaged. 5/11/15 Tr. 2854-57 (Katz).

When such an overall revenue approach was applied by Dr. Katz to the actual service
data, he found that the ratio of interactive service revenue to noninteractive service revenue per
play was not 1:1, but rather 3.96:1. Katz AWRT $ 58, Table 2. This adjustment alone would
have the effect of reducing the proposed rate derived by Dr. Rubinfeld from $0.002668 to
$0.001347, approximately a 50%reduction. KatzAWRT)59, Table 3. Insimilar fashion,
iHeart's experts compared overall per play (or performance) data for Spotify and Pandora and
calculated an interactivity adjustment of 3.2, Fischel/Lichtman WRT $ 69, also reducing the rate
below the rate implied by the 1.01 adjustment calculated by Dr. Rubinfeld when he utilized
advertising revenue alone in his rebuttal testimony.

As already noted, the Judges acknowledge the validity of this criticism by limiting Dr,
Rubinfeld's noninteractive benchmark analysis to the segment of the market in which listeners
are subscribers to noninteractive services. Accordingly, there is no reason to apply this criticism
further to reduce the interactive benchmark in the segment where it is otherwise applicable.

d. The Alleged Circularity of Dr. Rubinfeld's Methodology

Pandora's economic expert, Dr. Shapiro, levies another overall criticism of Dr.
Rubinfeld's interactive benchmark, characterizing it as "circular" and thus "uninformative." Dr.
Shapiro noted that Dr. Rubinfeld asserted that the royalty rates contained in the interactive
benchmark agreements "can be expected to reflect the incremental value of the granted
functionality over-and-above what can be achieved with the statutory rights." Rubinfeld CWDT
'It 145. Thus, according to Dr. Shapiro, backing out the incremental value to make an
interactivity adjustment would simply return the analysis to the subscription rates and royalties
that are predicated on the existing statutory rates. Therefore, Dr. Shapiro criticizes Dr.
Rubinfeld's entire interactive benchmarking exercise as circular, revealing nothing about the rate

and, on the other, interactive services that offered an ad-supported (free-to-the listener) service using obtrusive
advertising as a tool to convert listeners to subscription services.) However, in his 11'our supplementation to his
WDT, Dr. Rubinfeld attempted to analyze certain ad-supported services, contained in section "III.E" ofhis CWDT,
that he classified as more like statutory noninteractive services. The Judges'nalysis of SoundExchange's
arguments relating to these so-called "III.E" licenses is set forth in section IV.B.4.l.ii, infra.
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that would be set absent the statutory rate. Shapiro WRT at 28-29; 5/8 Tr. 2723-24 (Shapiro);
accord, 5/5/15 Tr. at 4047-4048 (Lichtman) (iHeart's'conomic expert noting that the
noninteractive service revenue figure that is the numerator in'Dr.'ubmfeld's noninteractive ratio
is (and must be) dependent upon the statutory rates that serve as an input cost).

The Judges need to consider this criticism in tandem with the Services'rior criticism
that the so-called "noninteractive" webcasters seleoted by Dr. Rubinfeld actually offered non-
DMCA compliant features as well. Consequently, when Dr. Rubinfeld backs out the interactive
value of these non-DMCA compliant services (by comparing the ratio of interactive to
noninteractive subscription prices) he is not simply returnmg to the existing statutory rates, ias ~

Dr. Shapiro asserted, because the royalty rates for tho& n6n-bh4CA'ompliant services (as the
Services argue) are not merely predicated on the prior statutory rates. Simply put, the Services
cannot have it both ways. IfDr. Rubinfeld's "noninteractive" services have some featurIes thati
render them imperfect benchmmks, then the Judges est bonhidbr Whether'nd how to weigh'hoseimperfections. But those imperfections also cut in the hthcIr dilreotiorj, atI!d ihdibatd that tlute l

royalty rates negotiated by those services reflect market force!s iri the subscription'ector, rather
than merely the statutory rates for DMCA-compliant eoninteractive'services.

e. Assumed Equivalence of Demand Elasticities in'the Interactive and
Nonjinteractive Markets

Dr. Katz notes that Dr. Rubinfeld at one point conceded that the "elastioities of~d"
by the interactive services and the noninteraotive services would'differ inter se. However, Dr.
Rubinfeld failed to address or account for this difference. Moreover, according to Dr. Katz, Dr.
Rubinfeld later equivocated as to whether, in his methodology, he was assuming an equal
elasticity of demand for both types of services. Katz AWRT $ 47~; compare 5/16/'15 Tr. 202l9- I

2034 with NAB Ex. 4233.

Given that the Judges have dichotomized between the subscription and the ad-supported
(free-to-the-listener) markets, the Judges do not believe that there ar'e ariy significant'ncertaintiesregarding the approximate equivalence of the elasticities between the interactive
and noninteractive upstream markets for the right to aoquhe licenses to'play sound recordings for
subscribers.'s Dr. Rubiufeld testified, when the downstream subscription market is
competitive, the "Hicks/Marshall relationship"'rodded &t if thh elhstibitibs ih the
downstream market are the same then, ceterisparibus) pursuant to the I.ermer Equation the mark-'p

ofprice over cost will be the same in both the upstream arid downstream subscription

In fact, when the dichotomy in WTP is applied, a discussion ofoverall'ifferences'in elastibitiels is beside the
point. Elasticity measures percentage change in quantity demanded divided By parentage change in prick. Fbr tHe
ad-supported services, the listeners have already demonstrated an unwillingness to pay for internet webcasting.
Economically, their demand curve is far below the demand curve for subscription listeners (reflecting the
differences in WTP). It is the difference in location of the demand curve, not just the difference in elasticities that is
important. In the subscriber market though, the price-elasticity of the listeners vs. the noninteractive listeners is of
some relevance.
' See supra, note 107.
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markets, thereby supporting Dr. Rubinfeld's "ratio equivalency" in the subscription market.
5/28/15 Tr. 6310-11 (Rubinfeld).

In the present case, because: (1) the WTP downstream is positive (which it is by
definition in the subscription market); and (2) the products are converging in terms of
functionality; and (3) an interactivity adjustment is applied to reflect the critical limits of
convergence (no on-demand plays on statutory services), it was not unreasonable for Dr.
Rubinfeld to conclude that the elasticities of demand would be approximately the same in both
the interactive and noninteractive subscription markets.'owever, although this likely
approximate equivalence in downstream elasticities would tend to equalize the upstream impact
on the derived demand of the noninteractive services, it would not be the only factor affecting
the upstream market, i.e., the market for which the Judges are setting rates. More particularly,
the inability of listeners to statutory services to select a particular song, combined with the
noninteractive services'bility to (competitively) steer music toward or way Born record
companies, serve to distinguish the hypothetical noninteractive subscription rate from the
benchmark interactive subscription rate proposed by Dr. Rubinfeld.

f. Failure to Use a Mx of All Interactive Revenues (Advertising and
Subscription) in the Ratios

The Services argue that Dr. Rubinfeld, rather than isolating subscription revenue ratios
Rom ad-supported ratios, should have determined the value ofhis interactivity adjustment by
comparing all of the actual revenue in both markets (i.e., a mix of subscription and advertising
revenue. See Katz AWRT $f[ 58-59 NAB PFF $ 368. The Judges would find that argument
meritorious if they were to attempt to apply Dr. Rubinfeld's "ratio equivalency" outside of the
subscription market. The criticism is inapposite, however, given the Judges'pplication ofDr.
Rubinfeld's methodology only to subscription services. In the subscription market where a
positive WTP is self-evident Rom the presence of subscribers, convergence and downstream
competition are particularly relevant. Record companies would want to equalize marginal
returns across the interactive and noninteractive spaces, which would be accomplished by
focusing on subscription revenues. Thus, given the Judges'inding that the market is segmented
by a dichotomized WTP, this criticism is simply not relevant to the Judges'etermination.

g. Dr. McFadden's Survey Results are Unnecessary to Confirm the Value of Dr.
Rubinfeld's Interactivity Adjustment, Based on the Limited Applicability of
Dr. Rubinfeld's Benchmark

The Services offered numerous criticisms ofDr. McFadden's conjoint survey, which was
intended by SoundExchange to confirm Dr. Rubinfeld's interactivity adjustment. See, e.g.,

' Dr. Shapiro acknowledged that the Hicks/Marshall relationship would serve to import the downstream elasticities
into the upstream market (the "derived demand" effect), unless the price effects of those downstream elasticities
were swamped by other factors. See 5/20/15 Tr. 5044-45 (Shapiro). The principal "swamping factor" is the
unwillingness of a substantial segment of streaming listeners to pay a positive price to listen to noninteractive
services. Since, by definition, subscribers have a positive WTP, that "swamping factor" does not come into play if
the analysis is limited to the market for subscription services.
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Peterson Corrected WRT $ 110 (suvvey measures IIotential subscribers'TP rather than actual
subscription prices); 4/29/15 Tr. 924., 926, 929-33, 936, 938 (MAFaddeln) (surrey does not'easurevalue of certain features):; 5/22/ll.5 Tr, 5562-63, 5'572-73, 5579'0,'588-89 (Hauser)
(survey contains confus:ing feature descriptions); id. at 5570&71 ~(survey had a high participant ~

attrition rate, especially among teenagers); I:HM Ex. 3124 tt 12 (Hauser WRT) (survey
participants were confused by:incentive alignment lan@aIge)l The Senl ice's asserted that Dr.
McFadden's survey would have supported a rate much lower than the benchmark rate proposed.
by Dr. Rubinfeld had he, corrected for Dr. McFadden's purported errors. FischeVLichtman WRT
$ 75 and IHM Ex. 3060 (Fischel/Lichtman WRT, Ex. E.).

The Judges note initially that, in this narrow context of this subscription market, Dr.
Rubinfeld's methodology for calculating the interactivity adjustment is not: inappropiiate. Dr.
Rubinfeld reasonably deteiimin.ed the concept of a "ratio equivalency" between revenues and
subscription royalties in a market with both: (1) a WTP sufficient to generate subscriptions in
each market; and (2) a downstream convergence of features as between the two markets,, except
for the nonconvergence arising from the statutory restt'ictions on noninteractive services,
Thus, Dr. McFadden's attempt to confirm Dr. Rubinfeld's 2.0 interactivity adjustment is
unnecessary. Consequently, the Judges need not address the Services'riticisms of Dr.109

McFadden's conjoint survey.

h. Dr. Rubinfeld's Equalization of thb Number of PlaIys in the Interactive add
Noninteractive Markets was Appitopriat1e

Dr. Katz asserts that Dr. Rubinfeld underestimated the niunber of ",skips" for which an
interactive service is not required to pay a royalty under the typical interactive service contracts
with record companies. By contrast, a statutory service must pay a royalty for all plays,
including such "skips." (SoundExchange requests that the Judges continue thi.s requirement. See
SoundExchange Proposed Rates and Terms, Attach. A at.'2-3.,). Dr. Rubinfeld utilized an
adjustment factor of 1.1 for skips, but, according to Dr. Katz, actual data revealed. in discovery
demonstrated that the adjustment factor should have been 1.2, a 9.1% uicrease in the adjustment
that would further lower the rate proposed by SoundExchange. Katz AWRT )ttt 101-102

The Judges f1ind that Dr. Rubi1nfeld accurately adjusted for the number ofplays across the
interactive and noninteractive spaces. The criticism leveled by Dr. Katz focused only on the
number of "skips." However, .Dr. RubinFeld. made a filuther ddjustmenti for'he fact that
interactive services typically paid royalties for pre-1972 recordings, whereas the noninteractive
services did not. This fact required an increase in the noninteractive royalty rate relative to the
interactive royalty rate (i.e, a smaller interactivity adjustment in the denominator [D I in the
ratios discussed in section I..A, l.c, supra ).

' Also by way of repetition (and emphasis), the existence of a sharp dichotomy between listeners with a positive
WTP for streamed music and those who have essentially a zero WTP for streamed music precludes an extension of
this "ratio equivalency" beyond the subscription marl&et.
'" Of course, Dr. McFadden's conjoint survey and hl.s findings regarding the bimodal nature of listeners'TP are
relevant to this determination, and have been considered in this deterinination.
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For example, assume there were 100 plays in each market and in each market 10 of those
plays were pre-1972 recording. If the royalty rate (assumedly) was 0.3 cents in each market,
then the interactive average rate would be 0.3 cents. However, in the noninteractive market,
where no royalty was paid on the 10 pre-1972 recordings, the average royalty rate was only 0.27
cents."

Thus, to equalize the markets on a per-play basis, the noninteractive average rate must be
increased. That increase made the downward interactivity adjustment smaller, when it was
combined with the fact that — on the other side of the coin — the noninteractive services were
required to pay royalties for skips as though they were plays, unlike the typical interactive
service.

i. Incorrectly Weighting Average Royalties by Revenue Instead of by Play

Another defect in Dr. Rubinfeld's approach, according to Dr. Katz, was Dr. Rubinfeld's
decision to compute his average per-performance royalty by weighting that average according to
the revenue per play earned by a service. See Rubinfeld CWDT f[ 203; 5/5/15 Tr. 1824
(Rubinfeld). According to Dr. Katz, weighting the per-play average by service revenue, as done
by Dr. Rubinfeld, created an upward bias compared to the revenue actually earned by on-demand
services that comprised Dr. Rubinfeld's benchmarks. Katz AWRT g 42-44, 162; 5/11/15 Tr.
2830-34; 2837-40 (Katz).

Dr. Katz maintained that the more realistic approach would have been to weight the
individual on-demand services in the benchmark market by the number ofplaysper service, not
by the revenue per service. Applying actual data, Dr. Katz demonstrated that using Dr.
Rubinfeld's revenue weighting approach would have implied that in the period considered by Dr.
Rubinfeld, the on-demand services would have received $ 112.2 million more (42% more) in
revenues than they actually received. Katz AWRT $ 162.

The Judges find this criticism irrelevant as applied to the subscription market. In the
interactive sphere, record company agreements with interactive services are configured pursuant
to the "&eemium" model, designed to convert "See" listeners into paying subscribers, who
generate user revenue. See 5/7/15 Tr. 2401-02 (Wilcox); 5/13/15 Tr. 3509 (Herring). In the
subscription market where the positive WTP and functional convergence engenders strong
competition for paying listeners, a willing seller in the subscription market seeks to maximize
subscriber revenue and focuses on average revenue per user (ARPU), not revenue perplay. See,
e.g., 4/28/15 Tr. 374 (Kooker); 4/30/15 Tr. 970 (A. Harrison); see also supra, section IV.B.2.c.

j. The Number ofAdjustments Does Not Disqualify Dr. Rubinfeld's Interactive
Benchmark

One of the economic experts for iHeart, Dr. Lichtman, asserted that the sheer number of
adjustments, as discussed supra, needed "to draw any analogy" between the interactive and

" (90 royalty bearing songs x 0.3 cents) + (10 pre-1972 songs x 0 cents) = (0.27 cents+ 0 cents) = 0.27 cents.
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noninteractive markets is so "overwhelming" that the result is a "mess" and not reliable. 5/15/15
Tr. 4053-54.

The Judges reject the notion that there may be some quanturti of adjustiments to proposed
benchmarks that disqualifies them f'rom consideration. Some variant ofa "three strikes and,
you'e out" approach seems decidedly devoid of legal or economic reasoning. The Judges are
more concerned with the importance, or weight, ofany given criticism ofa benchmark than'hey'rewith the number ofpotential adjustments. Trivial or measurable adjustments may be
relatively great in number, yet pale in comparison to one er two critical'ssumptions that might
necessitate the qua1i6cation or rejection of a benchmark.

This determination is evidence of that point. Dr. Rubinfeld's benchmark fails to'acoouut
for the fact that a large cohort of the listening public simply will ~not pay for streamed music.
Thus, his subscription benchmark fails to capture the very market of listeners who Qock to ad-
supported (free-to-the-listener) noninteractive services. That single qualification circumscribes
the usefulness ofDr. Rubinfeld's benchmark. One otHer briticism o'f hiis benchmark,'iz., its
failure to capture an "effectively competitive" market, permits an adjustment within the
subscription market rate and does not require the Judges to reject the use ofDr. Rubinfeld's
benchmark in the noninteractive subscription market.

k. SoundExchange's Proposed Annual Ratd Inkrehseh frbm'2016-2020 are not
Supported by the Evidence

The Services object to annual increases in the royalties as arbitrary and incompatible with i

the willing buyer-willing seller standard, for the following reasons.

First, the Services contend that there is no basis to assume, without suppoiting theory or
evidence, that rates would necessarily increase during the next rate period. In that regard, the
Services note that Professor Rubinfeld admitted that there is no "theoretical reason why we
would expect prices just to go up." 5/5/15 Tr. 1761 (Rubmfeld).

Second, he acknowledged the absence ofany basil foi hik self-described 'l'eitipirical
judgment'here we think rates are likely to be going for competing products." Id. Moreover,
as Dr. Rubinfeld, testi6ed, his proposed escalating rates ate itot based ain anticipated inflation, i

anticipated increases in music industry inputs, or the consumer price index'/6/1'5 7r. 2226
(Rubinfeld).

Third, none of the benchmarks on which SoundBxchange relied, contained annual rate .

escalators. Moreover, out ofall the potential benchm@rks that SoundBxch@nge examined, only
one has an escalating rate provision. Id. at 2227-28. That lone agreement with an escalating rate
provision — the iHeart/Warner Agreement — was the subject of substantial criticism and ultimate
rejection by Dr. Rubinfeld, as inappropriate for use as a benchmark in the current proceediitg.'d.at 2229.

Fourth, the record evidence indicates that rates in SoitndBxchange's own proposed 'enchmarkmarket, interactive streaming services, have decreased in recent years. RubinfeM
WDT, Ex. SX 0017, f[ 140; 5/8/15 Tr. 2736-37 (Shapiro);15/ll5/ll5 7r. 4142 (Lichtman); 5/19/15
Tr. 4611 (Shapiro). Further, Dr. Rubinfeld testified that he "actually saw ... decreases in the i

noninteractive rate" in the data he reviewed. 5/6/15 Tr. 2231 (Rubmfeld). Thus, if there were to
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be annual rate changes, the Services argue, the record supports a decrease in webcasting rates
during the upcoming rate period.

The Services do note Dr. Rubinfeld's assertion that interactive and noninteractive
services are converging, id. at 2225-2226, but they respond by arguing that this purported (and
dubious) convergence does not support the conclusion that the Judges should impose on
noninteractive webcasters what Dr. Rubinfeld himself characterized as a "serious increase"
during the rate period. Id. at 2223. Moreover, Dr. Rubinfeld admitted that his proposed annual
increases were not due to past convergence, but to his "anticipation that the technology will
create even more convergence going forward." 5/5/15 Tr. 1829 (Rubinfeld). He admitted that
this "anticipation" was "not based on hard data," and he conceded that "I can't prove to you for
sure where we'e going to be because we are talking about the future." Id. 1829-30.

For the foregoing reasons, the Services conclude that SoundExchange's interactive
benchmark does not provide a basis to set the statutory rates for commercial webcasters in this
proceeding.

The Judges find that SoundExchange has failed to make a sufficient factual showing that
would support the linear $0.00008 annual rate increase proposed by Dr. Rubinfeld. The Judges
find it dispositive that Dr. Rubinfeld acknowledged that his opinion in this regard was neither
based on theory nor on empirical analysis. Further, the fact that some agreements in the
benchmark markets have annual escalators and some do not renders those agreements unhelpful,
absent some explanation as to the bases for the inclusion or exclusion of such escalators.

Additionally, market forces in the future may cause rates to move in either direction, or to
stay constant, and the record does not suggest a basis for a credible prediction. So too is the
record devoid of any sufficient predictive evidence as to whether there will be further
convergence and/or competition between interactive and noninteractive services or, if so, how
that will impact the rates. That is, the record does not indicate why convergence would not occur
through a reduction in interactive rates, rather than through (in whole or in part) an increase in
noninteractive rates. In sum, the record does not contain a sufficient basis to adopt any
prediction about the future direction ofnoninteractive rates.

I. Dr. Rubinfeld's Analysis of Noninteractive Agreements does not Corroborate
his Interactive Benchmark

The Services oppose SoundExchange's use of agreements with Apple and several
interactive services for what Dr. Rubinfeld described as noninteractive offerings, and argue that
if the Judges consider the agreements, a proper analysis corroborates their own rate proposals
and not SoundExchange's. See, e.g., Pandora PFF $344; Shapiro SWRT, at 12-16 k, Table 1.

For the reasons set forth below, the Judges will not consider these agreements in
establishing or corroborating a willing-buyer, willing-seller royalty rate.

i. Apple Agreements

The Services contend that Dr. Rubinfeld's analysis of the Apple agreements is deeply
flawed and unreliable for several reasons. First the Services argue that Dr. Rubinfeld
improperly allocates and other compensation to the licenses for
the iTunes Radio service rather than to other licensed services that Apple provides. See, e.g.,
Fischel/Lichtman SWRT $ 36. Second, the services argue that Dr. Rubinfeld should have
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analyzed the parties'x ante expectations, rather than expost performance, in deterrnim~g what
a willing buyer and seller would agree to. See, e.g., 5/19/15 Tr. at 4526 (Shapiro). Finally, the
services critique other adjustments that Dr. Rubinfeld inakes (orifailis to make) to the headline .

rates in the Apple agreements to account for non-statutory functionality in Apple's service.

The Judges credit Dr. Shapiro's observation that Dr. Rubinfeld's conclusionthat'pple'as

willing to pay substantially in excess of the statutory ihcense rate for what is essentially a
statutory service "just doesn't make any sense." 5/19/15 Tr. at 4526 (Shapiro). Bconomistk for
both licensors and licensees agreed that the statutory rate effectively sets a ceiling on rates for ~

statutory services, since a service can always fall back on the statutory rate if it is unable to
negotiate an equal or lower rate with the copyright owner. See, e.g., id.; 5/27/15 Tr. at 6025-26
(Talley). The fact that Dr. Rubinfeld concludes that the effective rates under the Apple I

agreements are substantially higher than the statutory rates stronglyisuggests that something is
amiss in his analysis.

One possible reason Dr. Rubinfeld's analysis 6ndh effective rates under the Apple
agreements that exceed the statutory rates is that he attributeS compensation to the iTunes Radio
service that should have been attributed to other services licensed by Apple. The license
agreements for the iTunes Radio service between Apple, on one ~hand, and~ Sony and Warner,
respectively, on the other, are one part ofa complex bttsniesh relhtidnship betAreeit Apple atttd the i

record companies, covering a number ofdifferent services. At or near the time that Apple
entered into its iTunes Radio agreements with Sony and Warner, the parties amended solme'of'heirexisting agreements for other services, and speci6ed that some compensation that Apple
was to have paid out under other agreements would be characterized as payments for the iTunes
Radio service. Shapiro SWRT at 4; SX Bx. 2072 $ 2 (amendment to Apple/Warner'oundRecording cloud Service Agreement); Bx. 2073 $ 2 ( Amendment to Amended'and
Restated Apple/Sony Digital Music and Video Download Sales Agreement).

SoundBxchange argues that the Judges are bound by the parties'haracterization. of esthete I

payments as unambiguously expressed in their agreements. SoundBxchange Reply PFF'$487.'f
the Judges were resolving a contract dispute between the parties, SoundExchauge's artgumertt

might have merit. However, the Judges'ask is to determine'thej economic signi6cance of the
compensation that changed hands between the parties, and. the contracts are but one (albeit,
vitally important) piece of evidence of that economic kigni6cance. Where, as here, a transaction
is part of a complex, interlocking business relationship, it is appropriat~ven necessary—for
the Judges to consider other evidence and analysis to detetmhxe the true economic value. of the.
transaction. See Fischel/Lichtman SWRT $ 31. This is particularly true when one party is
agnostic as to how certain payments should be charac~ed,~ and. the othert party has a strong
incentive to characterize the payments in a paxticular way to influence the course of a future rate
proceeding.

That additional evidence is lacking here. The Services raise'uf6cient doubt as to the
characterization of the compensation Qowing &om Apple to Watnet and Sony to persuade the
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Judges that they cannot rely on Dr. Rubinfeld's analysis of the Apple agreements. There is
insufficient evidence in the record to support SoundExchange's analysis and use of the Apple
agreements."

'he

uncertainty resulting &om a lack of evidence cuts both ways. The Judges will not
consider the licensee services alternative analyses that seek to demonstrate that the Apple
agreements support their rate proposals. See, e.g., Pandora PFF $ 344; Shapiro SWRT, at 12-16
& Table 1.

ii. Other Noninteractive Agreements

The Services urge the Judges to reject Dr. Rubinfeld's analysis of four additional
agreements for allegedly noninteractive services: Beats Music's The Sentence; Spotify's
"Shuffle" service; Rhapsody's "Unradio"; and Nokia's "MixRadio." The Services argue that
each service has features that exceed what a service operating under the statutory license would
be permitted to offer. The Judges agree, and also find that, as with the Apple agreements, there
is insufficient record evidence to support a useful analysis of these four agreements.

(A) Extra-Statutory Functionality

(1) Beats "The Sentence"

The Sentence was a &ee (to the user) feature offered by Beats Music (Beats) as a means
of encouraging users to pay for Beats'ubscription service. Rubinfeld CWRT $ 179. It
allowed users to generate a playlist by providing contextual inputs such as location, mood,
setting and genre. It was subject to limited functionality, such as limited skips, no use of off-line
or cached content, and no rewind feature. Id. at $ 179-180. Dr. Rubinfeld describes The
Sentence as "effectively a noninteractive service involving functionality that is closely
comparable to other statutory services." Id. at $ 180.

The Services contend the record demonstrates that The Sentence includes extra-statuto
functionali . S ecificall the record corn an a reements with Beats

. Fischel/Lichtman SWRT 11. This additional functionality would be expected
to push the royalty rates up. See id. ad usted rates u ward ex ressly to account for
additional functionality that uotin IHM Ex.
3543, at 8 (1/1/2014 Email &om to and )). Dr.
Rubinfeld does not account for extra-statutory functionality in his analysis of Beats'icense
agreements.

" 'n light of this determination, the Judges need not reach the licensee services other arguments concerning the
Apple agreements.
" Beats was acquired by Apple and, as of December 1, 2015, no longer exists as a separate service.
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(2) Spotify "Shuffle"

Spotify's Shuffle service is a Bee-to-the-consulmei stxjeaxtung sdrviee that permits the user
to select a certain number of songs (a»i»»um of20 songs or ai single ~album) and hear;only
those songs in a random order. Fischel/Lichtman SWRT $ 14. The ability to select spedifi5
songs and be assured that only those songs will be played distinguishes Shuffie Rom
noninteractive services. The increased degree of interactiVity would be taken into account in
setting royalty rates. Id. Dr. Rubinfeld does not account for this functionality in his analysis of
Spotify's agreements with the record companies.

(3) Rhapsody "Unradio"

Rhapsody's Unradio service offers users personalized playlists based on theusers'avoriteartists or songs. It is a paid subscription service, with a '14-'day'ee (ad-supported) trial
period. Rubinfeld CWRT f[ 196. Unlike statutory services, Vnradio permits unlimited skips and'ermitsusers to play up to 25 favorites and seed tracks on an~ on&demand basis.
Fischel/Lichtman SWRT $9. Again, this is extra-statu'tory functionality that would be expected.
to affect the royalty rate, and that Dr. Rubinfeld did not account for:in his analysis.

(4) Nokia "MxRadio"

Mobile phone manufacturer Nokia bundled MixRadio, a free-to-consumer streaxning
service, with its handsets." Mixl~io provides customized, ad-&ee noninteractive streaming.
Unlike statutory services, MixRadio permits users to play. radio stations that are cached on their
mobile phones. Rubinfeld CWRT $ 199, In addition, MixRadio pexxnits users to share music
with non-subscribers. Fischel/Lichtman SWRT $ 12.

MixRadio thus has significant extra-statutory functionality. Dr. Rubinfeld does not
account for this in his analysis.

(B) Lack of Analysis of Business Context

Like the Apple agreements, the record compames" agreements with Beats, Spotify,'hapsodyand Nokia, respectively, are part ofbroader economic relationships that include other
services. Id. at $30. Beats, Spotify and Rhapsody each libenhe donkenti Rom the record ~

companies for their respective subscription services. Nokia at one time licensed inusic that it
offered for i»ii»ited download (bundled with its mobile phones). As discussed in connection
with Apple, the Judges must consider evidence and analysis of context to determine the true
economic value ofa transaction when that transaction is paxt of a complex business relatioxxship.
Dr. Rubinfeld does not analyze that context.

(C) Conclusion regarding Corroborative Agreements

Because Dr. Rubinfeld failed to account for extra-'statutory fundtioxxaiity, and'ailed to
analyze the broader context of these services within the business relationship between the service I

'" The service is now simply "MixRadio," as a result of Microsoft's iacqeisition efNokia, and subsequent sale of
the MixRadio service to Line Corporation.
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providers and the record companies, the Judges determine that they cannot rely on the analyses
of these agreements to corroborate SoundExchange's interactive benchmark analysis.

5. Conclusion Regarding SoundExchange's Interactive Benchmark Per-Play
Proposal

For these reasons, the Judges find that Dr. Rubinfeld's interactive benchmark is only
applicable when:

revenues in both markets are derived f'rom subscription revenues and are thus reflective
ofbuyers with a positive WTP for streamed music;

functional convergence and downstream competition for potential listeners indicate a
sufficiently high cross-elasticity of demand as between interactive and noninteractive
services, provided the noninteractive subscription rate is reduced to reflect the absence of
the added value of interactivity; and

a steering adjustment is made to eliminate the complementary oligopoly effect and
thereby provide for an effectively competitive market price. 114

The rate derived &om this analysis is set forth in the Rates Conclusion, inPa.

" The Judges find as well that Dr. Rubinfeld's interactivity analysis failed to cure all of the defects that the Judges
found to exist in the similar interactivity analysis proffered by Dr. Pelcovits and rejected by the Judges in the Web
IIIRemand. First, and of greatest importance, Dr. Rubinfeld's interactivity model fails to take account of, or
adequately adjust for, the dominant ad-supported (free-to-the-listener) segment of the noninteractive market. See
Web IIIRemand, 79 Fed. Reg. at 23118. This defect has even greater resonance in this proceeding, given the
abundant evidence, discussed supra, that the vast majority of listeners do not have a positive WTP for access to
sound recordings on streaming services. However, the Judges have "ring-fenced" this defect by limiting the
applicability of Dr. Rubinfeld's analysis to the noninteractive subscription market. Second, the Judges also
criticized Dr. Pelcovits in the Web III Remand for failing to analyze agreements between the interactive services and
independent labels. Id. As discussed supra, Dr. Rubinfeld looked at certain independent deals, b e an

t on the assumption that Indies'oyalties would be lower by the absence of the value of
found in some of the Majors'greements with interactive services. Third, the Judges also criticized Dr.

e covits in the Web IIIRemand for failing to adjust for the downward trend in rates in the interactive benchmark
market. Id. Both Dr. Pelcovits and Dr. Rubinfeld used periods ending during the year in which the proceeding
started (2009 and 2014 respectively). Dr. Pelcovits used an 18-month period, while Dr. Rubinfeld used a 12-month
period. Compare id. with Rubinfeld CWDT $ 32. However, Dr. Rubinfeld acknowledged — but failed to account for
— the continuing downward trend in his interactive benchmark rates. Instead, he merely assumed that the interactive
and noninteractive rates would converge through an increase in noninteractive rates in the hypothetical market and
a decrease in rates in the interactive market. Again, such an assumption may be reasonable in the subscription
market, where convergence in functionality appears to exist (as nonetheless limited by the DMCA performance
complement). Again, the Judges'ecision to "ring-fence" a subscription rate eliminates any improper use of this
assumed convergence in the ad-supported (free-to-the listener) noninteractive market. Finally, in the Web III
Remand, the Judges also observed that the value of Dr. Pelcovits'enchmark analysis was "diminished by [the] lack
of sufficient data" relating to the number of noninteractive performances per subscriber. Id. Dr. Rubinfeld
essentially avoided this problem by not accounting for differences in the number of performances made by
subscribers to interactive and noninteractive services, respectively. Again, the Judges find that because a willing
seller in the streaming subscription markets would seek to equalize Average Revenue per User (ARPU) (through Dr.
Rubinfeld's ratio equivalency approach) this issue as well has been adequately addressed by the Judges through their
"ring-fencing" of Dr. Rubinfeld's benchmark analysis to the subscription market only.
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C. GEO's Rate Proposals

In this 8'eb IVproceeding, the Judges had the opportunity to'ear directly &om a singer-
songwriter who produces and markets his own music. ~Mr|. George J'ohnsoii, dba GEO Music,
Gled a Petition to Participate in the proceeding. He filed all the necessary papers and testified on i

both direct and rebuttal, as well as delivering opening statement and, closing argument. ~

Mr. Johnson eloquently stated the plight of the.singer-.songwriter-artist who is self-,'ublishedand self-produced. He also proposed an overarching reform to the way in which rights
owners ofmusic—written, published, performed, recoided, broadcast—would be paid for their
artistic creations. However, the current law thoroughly segments both the copyrights and the
licensing mechanisms. The rights and their treatment have evolved over time, barely keeping ~

pace with the technology that uses them. Further, part of the music royalty process, i.e., IroJtaltiles I

for use ofpublished "musical works" is managed by a ~U.S. Dissect Court in New'ork, with
statutory admonitions to both the court and the Judges that neither is to consider the eQect of the
rates set by the other. The complete picture urged by Mr. Johnson can only come into focus with
a new copyright law.

Nonetheless, by comparing an artist's revenues fram physical phonorecords to the current ~

ten-thousandths of a cent "per spin" calculations for digital performances, Mr. Johnson i

highlighted very effectively one of the paramount factors complicating this proceeding. iThe
music makers, the music recorders, and the music "consumers"—both broadcasters and
listeners—are struggling with how to address and "motietize'I the change of the music piIodiItct i

paradigm &om an ownership model (purchase ofphysical'ecordings) to an ac'cess model (log in
to Internet services and use as much or as little controls as one wants ito direct the music ~

programming).

GEO makes three separate rate proposals.

1. GEO Proposal 1

GEO proposes that royalty rates for nonsubscription webcasting be the greater ofa per-
performance rate and a percentage revenue rate:

Year

2016

2017

2018

2019

2020

Per-Performance
Rate

$0.10

$0.12

$0.14

$0.16

$0.18

Pe. reer.tag'f
.Revenn)

70%

64I%

6l i%

6~I%

6'.&%

Introductory Memorandum to the Amended Testimony axed Written Direct Statement ofgeorge
D. Johnson, at 4 (Jan. 13, 2015).

GEO proposes that royalty rates for subscription webcast streams be the greater of a per-
performance rate and a percentage revenue rate:
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2016

2017

2018

2019

2020

Per-Performance
Rate

$0.22

$0.24

$0.26

$0.28

$0.30

Percentage of
Revenue

70%

68%

64%

62%

2. GEO Proposal 2

As an alternative, GEO proposes a combination of a one-time fee (described as a "cloud
locker" fee) and a "usage" fee that is the greater ofa per-performance royalty and a percentage
of revenue. As with Proposal 1, GEO proposes separate rates for subscription and
nonsubscripbon webcast streams.

GEO's proposed nonsubscription rates are:

Id. at 5.

Year

2016

2017

2018

2019

2020

Copyright Cloud
Locker - One

Time Fee
$0.50

$0.55

$0.60

$0.65

$0.70

Per-Performance
Rate

$0.01

$0.02

$0.03

$0.04

$0.05

Percentage of
Revenue

70%

68%

66%

64%

62%

GEO's proposed subscription rates are:

Year

2016

Copyright Cloud Per-Performance
Locker - One Time Rate

Fee
$0.50 $0.10

Percentage of
Revenue

70%

Id.

2017

2018

2019

2020

$0.55

$0.60

$0.65

$0.70

$0.12

$0.14

$0.16

$0.18

68%

66%

64

62%

3. GEO Proposal 3

As a third alternative, GEO Proposal 3 consists of a one-time "cloud locker" fee and a
per-performance rate. Proposal 3, which GEO describes as being derived from the inflation-
adjusted cost of a record album in 1964, would apply to both subscription and nonsubscription
web streams. Id. at 6-7.
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Id. at 6.

Year

2()16

2()17

2()18

2()19

2()20

Copyright Cloud
Locker - One

Time Fee
$0.5CI

$ 1.0CI

$ 1.5CI

$2.0CI

$2.50

Per-Performance Rate

$0.01

$0.0.'2

$0.0.3

$0.04

$0.0.5

4. Judges'onclusions with respect to GKO~s Rate Proposals

GEO requests that the Judges adopt either Proposal 3 or Proposal 2, "or in between.'I'd.
at 23. As discussed above, the Judges conclude that the evidence in the record before us115

supports a greater-of rate structure or a percentage-of-revenue rate in the current proceeding.
GEO provided no evidence to change that holding.

Likewise, the Judges find no persuasive evidence to support a "cloud locker" fee of tthe

type that GEO (and only G]EO) proposes., N!h. JohnsoiIi prIesetite(II nO exIpert tegtimony to support
a "cloud locker" rate, nor did he provide any evidence that such a rate structure even exists in the
market. What he dicl provide is his statement: "The streamer" s economic model leaves out one
crucial element—the customer, and the bundled. copyright cloud ~loc~ker~ or 'streamingaccount'orces

payment for all music copyrights up-front, one time, like 611 other products." Id. at 5-6.
The rates the Judges adopt must be basedl on substantial evidence in'he record. As Mr. Johnson
is the only participant to propose a cloud locker rate and he provided. no evidence to support such I

a rate, the Judges find that there is insufficient evidence in the record to support a cloud locker
rate.

Therefore, the Judges are left with Mr. Jolmson's proposed per-performance rates. The
per-performance rates he proposes range Rom a. low of $0.01 per stream ((2016 in PropcIIsal'2 'nonsubscription)and Proposal 3) to $0.30 per stream (2020 Subscription), As with the cloud
locker proposal, Mr. Jolinson provides no evidence, other thaIn his personal view, that such rates
are reasonable, or reflect what a willing buyer and a willing seller would agree to," In the

'" See also id. at 5 ("the Per-Performance Rate and Copyright Clhud Locker One-Time Fee Rate are what GEO is
proposing").
" See, e.g., id. at 7 ("[w]hoever says that songs are too expensive in this rate hearing at $ .00 are nothing more tha~n
con-men since they expect American music creators to work literally for!Ii.00 per-song when a song really costs $ .5

dollars [sic] per song using government low-end inflation calculationa and a real world 1964 benchmark."). To
establish his proposed cloud locker rate, Mr. Johnson requests that the Judges adopt as a benchmark a 2-cent
mechanical (section 115) license rate for musical works:in ef'feet in 1909, which Mr. Johnson would then adjust for
inflation and round to 50 cents per song)„ Id. at 7-8. Mr. Johnson also estimates that a Beatles record purchased for
$5 in 1964 would have cost, after adjusting for inflation,,$38 in 2014. Id. at 6. Since the Judges decline to adopt a
cloud locker rate, they need not decide whether the mechanical rate in effect in 1909, adjusted. for inflation, would
be a suitable benchmark for Section 114 and 112 rates for 2016-2020I Interestingly, the Beatles released two
albums in 1964, "Beatles for Sale" and "A Hard Day's Night.," both of which are still (or again) available,~ in vinyl,
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absence of such evidence, the Judges cannot adopt Mr. Johnson's proposed per-performance
rates.

D. Pandora Rate Proposal

1. Proposed Royalties

Pandora is a noninteractive licensee, and it represents itself as "the leading Internet Radio
Service in the United States." PAN Bx. 5002 $ 5 (Fleming-Wood WDT). Like SoundHxchange,
Pandora proposes a greater-of rate structure. Commercial webcasters would pay the greater of
25% of revenue &om eligible tmnsmissions and a range ofper-performance royalty rates.
Pandora proposes separate ranges of royalty rates for subscription and nonsubscription
(advertisement supported) commercial webcasting as follows:

YEAR Per-performance
(Nonsubscription)

2016 $0.00110
2017 $0.00112
2018 $0.00114
2019 $0.00116
2020 $0.00118

(ii) 25% of Revenue from Eligible Transmissions

p rmance
(Subscription)

$0.00215
$0.00218
$0.00222
$0.00226
$0.00230

Low End ofProposed Range"
A royalty equal to the greater of (i) or (h) below:

(i) Per-Play Rate:
Per- erfo

High End ofProposed Range
A royalty equal to the greater of (i) or (ii) below:

(i) Per-Play Rate:
YEAR Per-performance Per-performance

(Nonsubscription) (Subscription)
2016 $0.00120 $0.00224
2017 $0.00123 $0.0022S
2018 $0.00125 $0.00232
2019 $0.00127 $0.00236
2020 $0.00129 $0.00240

(h) 25% ofRevenue from Eligible Transmissions

on Amazon.corn for prices generally ranging from $15 to $20. See beatlesbible.corn, referenced on Dec. 14, 2015;
Amazon.corn, referenced Dec. 14, 2015.
" The low and high ends of the proposed range correspond to levels ofoverspinuiug (or "steering") ofMerlin-
member tracks under Pandora's benchmark agreement. The issue of steering and the rate calculations derived from
steering are described elsewhere in this determination.
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Pandora 's SecondAmended Proposed Rates and Terms, at 2-3.

2. Pandora's Noninteractive Benchmark

Pandora relies upon the Pandora/Merlin Agreement to support its rate proposal. On June
16, 2014, Pandora and Merlin entered into the Pandora/Merlin Agreement, which established
terms and conditions under which Merlin granted Pandora the right to perform of all the sound
recordings in the catalogs of those Merlin record companies that would ultimately decide to opt-
in to the Pandora/Merlin Agreement. PAN Ex. 5014; Shapiro WDT at 23, 26; PAN Ex. 5007 $24
(Herring WDT).

a. Merlin

Merlin is a global rights agency that represents and collectively negotiates on behalfof
thousands of independent record companies in the United States and 3S other countries. Van
Arman WDT at 10; 6/1/15 Tr. 6S65 (Lexton); see also 5/18/15 Tr. 4204 (Herring). Merlin'Is
members include numerous prominent independent labels, which pr'oduce commercially and
critically successful music. See Pandora PPF g 123-126 (and record citations therein).

These independent record companies negotiate with digital services collectively through
Merlin in order to obtain more favorable terms and transaction cost savings than they otherwise
could achieve on an individual basis. Van Arman WD'II't 10; 4/28/15 Tr. 626-7 (Van Armhn);I
6/1/15 Tr. 6856-7 (Lexton). Pandora notes that one of the Maiors has acknowledged that 1Vier

is a "virtual I] major." PAN Ex. 5349 at 9

); 5/5/15 Tr. 1969:19-23, 1975:S-1977:4 (Rubinfeld).

Merlin established a procedure for its members to 'either opt-in or o st-out of the
Pandora/Merlin Agreement (most members could

, whereas a small number ofmembers reserve@ the right to )'emberswho were represented by independent distributors (r'.e.', distributors unaf51iatedwith'he
Maiors) delegated the decision as to whether to op)-in'to ~hepe dIstrIbu)ors', hI. toIal,

of appmximately rIegber a, Joveriap apprextraately
tracks—opted in to the Pandora/Merlin Agreement. 5/18/15 Tr. 4221,'235 (Herring); 6/1/15 Tr.'870(Lexton).

Pandora notes that, by statute, the opting-in Merlin members could have declined to enter
into the Pandora/Merlin Agreement and thus remained botund in I2014 stud 201''5 by the statutory
rates that incorporated the Pureplay settlement rates. See PAN Ex. 5014 $ 1(r); Herring WDT:

118

" The statutory Pureplay settlement rates for 2014 and 2015, respectively, are 13$ and 14$ for advertising-
supported services (or 25% of revenue, whichever is greater), and 23$ an8 25), respectively, for subscription'ervicesin 2014 and 2015. Notification ofAgreefnents Under the Webcaster ~Settlement Act of2009, 74 Fed. Regl
34796, 34799 (July 17, 2009).
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b. Key Provisions of the Pandora/Merlin Agreement.

According to Pandora, the key terms of the Pandora/Merlin Agreement are those that set
forth the rate structure, royalty payments, and steering provisions:

Rate Structure and Royalty Payments:

o The agreement employs a greater-of royalty structure, with Pandora paying the greater of
a per-play prong and a percent-of-revenue prong, The percent-of-revenue prong specifies
25% ofPandora's revenue, prorated based on the share ofperformances on Pandora
accounted for by the Merlin Labels.

The 2014 "head1ine" per-play rates are $0.~ for each ad-supported performance and
$0. for each subscription performance. The 2015 "headline" per-play rates are
$0. for each ad-supported performance and $0.~ for each subscription
performance. PAN Ex. 5014 at $ 3(a); Herring WDT at $ 26; Shapiro WDT at 26."

Steering Provisions:

Steering is the term Pandora uses to describe a licensee's "ability to control the mix of
music that's played on the service in response to differences in royalty rates charged by different
record companies." 5/8/15 Tr. 2683-4 (Shapiro). Just as the "ratio equality" is foundational to
SoundExchange's rate proposal, the concept of "steering" is foundational to Pandora's rate
proposal. Shapiro WDT at 27 ("This reduced per-play rate in exchange for increased plays is the
central piece of the Merlin Agreement.").

According to Pandora, steering and the concomitant discounting terms are feasible in the
noninteractive market because Pandora has novv tested and proven its ability to modify its
playlist-selecting algorithms to rely more or less heavily on the music ofparticular record
companies so that it can steer its listeners toward or away &om the music from any one record
company, thereby permitting "workable competition" to emerge in the relevant, noninteractive
webcasting market. 5/19/15 Tr. 4557 (Shapiro). By contrast, Pandora notes, no evidence of such
a steering capability existed at the time of the 8'eb II or 8'eb III proceedings. Shapiro WDT at
16.

Pursuant to the Pandora/Merlin Agreement, the "headline" per-play rates can be reduced
by steering as follows.

For Pandora's Ad-Sn orted Nonsubscri tion Service
2014

Headline Rate
$ 0

Headline Rate
$ 0

2015

Steered Rate
$ 0.

Steered Rate
$ 0

" There is no separate fee in the agreement for ephemeral copies of the recordings; such copies are covered under
and included within the performance fees above. PAN Ex. 5014 at $ 3(d); Herring WDT at $ 26.
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F'r Pandora's Snbs ri 'on Se
2,014

Headline Ratie

&0%L
Headline Ratie

&0%L

2015

tee
$ 0

tee

ed ate

ed at)

Thus, Pandora claims that steering reduced the headline rates for its ad-supported,
nonsubscription service by g/% in 2014 ajad would reduce those headline rates by ~% in
2015. Moreover, Pandora claims that steering reduced the headline rates for its subscription
service by Q% in 2014 and would:reduce that headline rate by +% in 2015. PAN Ex. 501I4
at $ 4; Herring WDT at tt 2'7; FIerring AWRT at tt 48; Shapiro WDT at:27.

The calculation of these effective steered rates is explained in paragraph 4 of the
Pandora/Merlin Agreement, which sets forth the following provi'sions for calculating the rates,'esultingfrom steering, usung the 2014 ad-supported headline rate of $0.Q as an example.

Pandora promises to inorease "quantity"'spina) by at least % in tbe aggregate above
Merlin's "Natural Performance Rate."120 However, Pandora will not pay a "price" equal to the
$0. headline rate for these: additiional spins„ Instead, in exchange f'or its promise to la at
least % additional spins, Pandora. wifl receive a "discount" on the price paid for

That discount is calculated. as

A E . 5 14t atjtt 4(a)-(c).

In support of'a statutory rate based on the steering aspects of the Pandora/Merlin
Agreement, Pandora advances several arguments. First, Pandora maintains that steering
embodies "price competition at work,," and therefore reflects an "effectively competitive"
market. 5/19/15 Tr. 4561-(i4 (Shapiro). Effective konItpetitidn results fror6 thb power to steer
because, according to Dr. Shapiro, a streaming service that possesses an ability to "steer"
towards certain recordings, and away Rom others, will have "much more bargaining power and
be able to negotiate a lower royalty rate." Shapiro WRT at 19. Fn theoretical terms, a service's
ability to steer increases its price elasticity of demand, reducing the extent to which a. licensor

120

II
X.

%, while promising to Ig
y at least that amount. 1d. at~ a

gyp, an aggregate increase o er in- a e spms o at'ast
to increase the spins of individual Merlin member labels
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can mark up its price over marginal cost. 5/19/15 Tr. 4561-64 (Shapiro); 5/8/15 Tr. 2725-27
(Shapiro); Pandora PFF at g 147-148, 152-157 (and record citations therein).

Second, Pandora asserts that steering is not only theoretical and a contractual
commitment, it is occurring under the Pandora/Merlin Agreement. Speciflcally, Pandora is
actually steering I% above Martin's "mtural performance rate" of sound recordings, greater
than the~% it bas contraotuaiiy committed to steer —evidencing that Pandora's steering
behavior is motivated by "price differences," not merely by the contractual "steering
commitment." Shapiro WRT at 41; see 5/18/15 Tr. 4229 (Herring); Herring AWRT at $ 50.

Dr. Shapiro noted that when steering is possible, the mere threat (explicit or implicit) by
the service to divert performances from one record company to another gives the service
negotiating leverage." Shapiro WRT at 20 (emphasis added). In such a market, he opines, "[a]
record company facing a webcaster with considerable ability to steer customers away from its
music has a strong incentive to discount its music to increase the number ofperformances of its
music made by that webcaster." Shapiro WDT at 9-10. Thus, according to Pandora, the ability
to steer creates price competition that can obviate the need for any actual steering in the
hypothetical market. Shapiro WDT at 9 ('he net result in a workably competitive market may
well be relatively little actual steering ....").

Pandora avers that the Pandora/Merlin Agreement's steering provisions reflect these
competitive forces, i.e., a supplier offering a lower price in an attempt to gain volume. Shapiro
WDT at 27 ("This reduced per-play rate in exchange for increased plays is the central piece of
the Merlin Agreement. This feature plainly demonstrates that the Merlin Agreement is
embracing the workings ofa competitive market."); Shapiro WRT at 19; see 5/19/15 Tr. 4574-5
(Shapiro).

According to Pandora, from the "willing buyer" perspective, the ability to steer provides
Pandora with the "competitive incentive to play directly-licensed tracks more heavily than [it]
would otherwise." Herring AWRT at $ 48. On the other side of the transaction, according to
Pandora, the record shows that for a 'willing seller," i.e., a Merlin member who opted-in, this
steering-based agreement, constituted a "good competitive move," taken in the record company's
"self-interest." 4/28/15 Tr. 610-11 (Van Arman).

' The relationship among elasticity, price and costs as a basis to measure market power is described by the Lerner
Equation (or Lerner Index) — a fundamental economic pricing rule. Shapiro WDT at 5. The Lerner Equation states
that there is an inverse relationship between the firm's margin (the gap between price and marginal cost) and the
firm's elasticity of demand. That is, the increase in a buyer's (licensee's) own elasticity ofdemand (n) reduces the
price (P) paid by the licensee over the licensor's marginal cost (MC) pursuant to the Lerner Equation. In
mathematical terms, the Lerner Equation can be expressed as:

P — MC 1

P n

Thus, an increase in own-elasticity n (holding MC constant) reduces the value of each side of the equation. See
generally Edwin Mansfield and Gary Yohe, Mtcroeconomics 376 (11 ed. 2004) ("Economists oiten use the Lerner
Index ... to measure monopoly power or market power.").
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Pandora further avers that its "overspinning" of Merlin tracks by I% has: not resulted in
any negative feedback &om Pandora listeners or any negative financial impact. 5/18/15 Tr.
4229-33 (Herring) (explaining that Pandora increased plays ofMerlin tracks, en an aggregate !

basis, by approximately I% in 2014, but this change in the mix'f spina did not cause any ~

increase in "complaints about song quality &om Pandora listeners).

c. Pandora's Steering Experiments

In support of its assertion that the effects ofpotential steering can be pervasive in the
noninteractive market, Pandora relies in part on its own internal steering experiments." Morei
particularly, in 2014, at Dr. Shapiro's direction, Pandora conducted a set of steering experiments
to test its ability to overspin recordings owned by each ofthe Majors.

The 2014 steering experiments were conducted by Pandora's in'house "Science Team"
which hasp~ responsibility for designing and analyzmg "controlled experiments." PAN'x.5020 tr 7 (McBride WDT). Pandora witness Dr. Stephen McBride is a member ofPandora'
Science Team, which performs research and analyses to measure the effectiveness of features
offered by Pandora. McBride WDT Q 1, 5. The Science Tehm is c'omgos'ed of 15 individuals,
13 ofwhom hold doctorate degrees in computer science, bnginebrinIg, statistics, or economics
from leading academic institutions. Id. at $ 5.

Pandora's controlled experiments (including the steering experiments) consist of
comparisons between randomly selected groups of listeners, one group receiving a manipulated
experience (the "treated" group) and the other group receiving the standard Pandora experience
(the "control" group). Id. These experiments are randomized, controlled, and blind.Id.'andora

initiated the steering experiments bechus6: (l~) it~ had thb general technological'apabilityto perform more of one record company's sound recordings and/or fewer ofanother
record company's sound recordings; and (2) it recognilzedl that, as a tnoninteractive service it has
the economic incentive to "steer" its performances toward music owned by a particular recdrd l

company if that music is available at a lower royalty rate. Shapiro WRT at 22-25. Therefore,
Pandora decided to determine through its steering experiments whether and to what extent it
could use this technological ability to steer performances without negatively a+ecdng
listenership. Herring WDT g 22, 31-32; McBride WDT Q 12-22; Shapiro WDT at 27; Shapiro
WRT at 22-25.

Thus, &om June 4, 2014, to September 3, 2014 (13 weeks), Dr. ~MCBride andhis'olleaguesat Pandora conducted a series of steering experiments in order to answer two
questions: (1) whether increases or decreases in performances of sound recordings owned bp a I

particular record company would have a measurable impact On @ key liStener metric (average

"Randomized" means listeners are assigned randomly to either the "treated" group or the "control" group, to
ensure valid causal inference. IfL at n.l. "Controlled" means the outcome is a comparison between those.receivhig
the exposure and those not receiving the exposure, to account for the "placebo effect." Id. "Blind" means
experimental subjects are unaware of their participation in an experiment and, therefore, are also unaware of'hetherthey have been assigned to the treatment group or the control group. Id.

D~ation ofRates and Terms
2016-2020 (Web IV) - 96



hours listened per registered user; and (2) whether Pandora's engineers could precisely
manipulate the share ofmusic played according to the record company that owns the recordings.
McBride WDT $$ 7, 12, 15.

The Pandora/Merlin Agreement contains the following additional terms that are
specifically addressed by Dr. Shapiro in his benchmark analysis:

: Pandora also agreed to provide the Merlin
in the event Pandora~

. PAN Ex. 5014 at tt 3(e); Herring WDT tt 26;
Shapiro WDT at 28-29. This provision has not been triggered, 6/1/15 Tr. 6897
(Lexton), and Merlin's negotiators understood it was unlikely ever to be triggered. Id.
at 6956-57; PAN Ex. 5110.
Compensable Performances:

~ Performances of are non-compensable. All other
performances are subject to a fee. 5/18/15 Tr. 4227 Herrin

e Certain tracks desi ated as

members who o ted in with a

The Steering Experiments consisted of a group of 12 experiments. Each experiment
involved a combination of one of three target ownership groups (UMG, Sony or WMG)
and a target "deflection" in share of spins (treatment group) as compared to spins that
would occur according to the standard Pandora music recommendation results (control
group). McBride WDT $ 15.123 The spin share deflections (the "steering")
were: -30%, -15%, +15%, and +30% for each of the three ownership groups manipulated.
Id. The experimental subjects of the Steering Experiments were all Pandora listeners,
each of whom was randomly assigned to one of the 12 treatment groups, to the single
control group, or were included in the portion of listeners excluded from all experiments.
McBride WDT tt 16.

The experiments demonstrated that Pandora was able to steer -15% or+15% for all three Majors
without causing a statistically significant change in listening behavior. McBride WDT $ 21.
However, Pandora was unable to steer -30% oi'+ 30% for Universal or Sony without creating a
statistically significant change in listening behavior. Id,

d. Additional Terms in the Pandora/Merlin Agreement

5/18/15 Tr. 4227 (Herring).
are compensable at only the headline rates.

The Steering Experiments operated through Pandora's "A/B Framework," by which the Science Team
intentionally changes one aspect of the Pandora experience for a sample group of listeners (the "B" group, or treated
group) and then compares the effects to groups of listeners who did not experience the change (the "A" group, or
control group). McBride WDT $$ 7-8 and 16.
' Dr. Shapiro's decision as to whether and to what extent to adjust his benchmark to reflect such additional terms is
considered elsewhere in this determination.
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The Merlin members who op(:-in are to receive a speci6ed
. PAj.'TEz. 501~ at tt 5,'H)rrng ~T(29',

~ Ancillary Promotional Benefits: Additional non- )ecuniar r promotional bene6~:s for
Merlin, includin r

See PAN Ex. 5014 a1 /fan 6-11.

See Herring WDT $ 30; Shapiro WDT at 29.

e. Pandora's Conclusion Regarding the Benchmark Status of the
Pandora/Merlin Agreement

Based on the foregoing, Pandora asserts that the PandoraIMerlin Agreement is the best'enchmarkin this proceeding because

~ it constitutes a competitive and arms-length direct license between a noninteractive i

webcaster and thousands of record companies;
~ it concerns the same rights as are covered by the statuto+ license; '

it covers the same type ofproducts at issue in this proceeding — public performances
of sound recordings on noninteractive Internet radio; and

~ it involves the same "willing sellers" (record companies that own sound recording ~

copyrights) and a "willing buyer" (Pandora) that exist in the hypothetical market.

PAN Hxs. 5014-5015; Shapiro WDT at 24-25; see also 5/28/15 Tr. 6323-24 (Rubinfeld)
(agreeing that the Pandora/Merlin Agreement satis6ed each such criterion).

3. Pandora's Calculation of Royalty Ratios I&phed'y Its Proposed Benchmark

Pandora and its economic expert, Dr. Shapiro, did not simply apply the steering-'adjusted
rates implied by the Pandora/Merlin Agreement, but rather also considered potentialfurther'djustmentsthat might be required for an "apples-to-apples" comparison of the terms in the
Pandora/Merlin Agreement with the statutory terms applicable to noninteractive licenses. See
Shapiro WDT at 20-21, 23-37, Appendix D ("Analysis ofMerlin Agreement").

a. Potential Additional Adjustments'he

three principal aspects of the Merlin Agreement that ~Dr. Shapiro considered for
potential additional adjustments were:

1. differences in the determination ofwhich performances are compensable as ~

compared to the statutory license (i, o ist+t treatment 0f 'and

)
2. additional Gnamcial terms of the Pandora/Merlin Aneetrient includin~

and
3. non-pecuniary terms in the Pandora/Merlin Agreement.'/19/15Tr. 4592-930 (Shapiro); Shapiro WDT Appendix D at D-1-D-9; see 5/19/15 Tr. 4592-

4593; Shapiro WDT Appendix D at D-1-D-9; Shapiro WDT at 30.
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l. Adjustment for Royalty Bearing Plays )

This adjustment is required, according to Dr. Shapiro, because, on the one hand, the
Pandora/Merlin Agreement treats as non-compensable and the performance of

as compensable, but the statutory licenses takes the opposite tack on both issues — treating
as compensable and the performance of as non-compensable. Id. To

adjust for both of these factors. Dr. Shapiro took the following steps.

First, he calculated the total payment Pandora expected to make to the opting-in Merlin
members for all sound recordings under the Pandora/Merlin Agreement.

Second, he divided that total payment by the number ofperformances ofMerlin Label
recordings that would be compensable under the statutory license (as currently defined). Shapiro
WDT at 30-31; Appendix D.

Dr. Shapiro describes this calculation as yielding a per-play rate that the Pandora/Merlin
Agreement would establish ifPandora and Merlin had negotiated an agreement with a fixed per-
play rate that treated as compensable and performances of as non-
compensable. Id. To make the point more clearly, Dr. Shapiro offered the following example:

'Calculation VHlno

~ra P'~nations ef'Nei& MiNii'"- -'- ": '::: " [a]": -':=""":- - t 600 000
Nutnbor, of::::;:,, ':;:...,.„,,:~:.....,....,;,—:., „,...,....,...;~:..-," ..„„[bL,,::...,.',:;",;...,:, .:: '...,..::;::296,000:...,.:::,':;:,:;

Nutnbvv.ei,.;.;:;:„...'...::: '. [cj'......,...'00,000
:. c"

Cempensiible Pextqrmancss,".Under:,:hferhn 4eegye,,,:.j:.,:.„.,:. [dI,.=, [@]:-...[b]:.... -:,.806,'009,
P@msnt Per Co~able Play Umkr ~Nsrhn J.icsnso, [s]', . $0 00125
Total Ro~~ ~etct Under Merlin 5celtse: -'=:. -

[fJ — 'f@x f0] $1 000
,

'.'I'omysnmble

PI;rformcmm'.s Qndm S~ty License''- [gj = fs] - [c] 900,000

Pffecttve Pe&Ay Rata~r statutory Lie~" -":-': [h+ jfj . I 88'001H

Shapiro WDT at 30-31; 5/19/15 Tr. 4589-92 (Shapiro); see id.at 4594 (noting that $0. rate
was "an illustrative example," and "not a rate proposal").'

Potential Adjustments for Additional Financial Terms

The Pandora/Merlin Agreement contains additional financial terms not permitted in the
statutory license. Dr. Shapiro attempted to determine whether it was appropriate to increase his
proposed rate to reflect values for these items. Dr. Shapiro ultimately found no basis to increase

~ Dr. Shapiro alan made a smaT ' '" atman" in his efF~ '~i .. rnvsltv ate ealnii~tinn "o reflect that certain tracks
. PAN Ex. 5014 (1)(c) and

3(c) . Dr. Shapsro assumed that won.d represent[
~
il% of Meriin tracks overa.i. Shapiro WDT at App. D-7.
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his proposed rates to refiect these items. Shapiro WDT at 28-29 (Appendix D); see 5/19/15 Tr.
4592-93 (Shapiro). Broadly, Dr. Shapiro found no value in these additional terms because i

neither Pandora nor Merlin had calculated or even estimated any value attributabl'e to these
items. More particularly, Dr. Shapiro analyzed these additional financial terms in the following
manner.

(A) The ProAsibn I

Dr. Shapiro assigned no separate value to Merljn's contractual right to receive
., According tc

Dr. Shapiro, he made no adjustment to his proposed rate to refiect this term because Pandors,'s ~

financial proiections did not show that Pandora would.
in 2014 or 2015. Id. at 4689-90.'B)The

Dr. Shapiro also assimed no se karate value to the
that provided Merlin with

He testified that he declined to add a separate value for because:

[The] rate proposal is based on payments that Pan4ora is~g ared +ill be',
~aking to Merlin where the guarantee is binding. ~ So ~the~ induce is comingin.'nd

those payments are included and, of cours'e, raise the tuttounts 'ofmor1ey'that
Pandora is paying and, therefore, they raise the rate that's in my proposal, so it
includes that.

Id. at 4696.

iii. Potential Adjustments for Non-Pecuniary Terms

The Pandora/Merlin Agreement also contains non&pecuniary 6nancial terms that'are not
permitted in the statutory license. Dr. Shapiro attempted to determine whether it was appropriate'o

increase his proposed rate to reflect any values for these items. Shapiro WDT at 29-31;
Appendix D at D-10-19 ("Non-Pecuniary Terms in the Merlin Agreement"); see 5/19/15 Tr.
4595-98 (Shapiro).

(A) ofa Phndork

Dr. Shapiro did make an adjustment to increase his calculated "steered" rate by 0.0002$
(i.e., $ .000002) per-performance to reflect mme available Py
Pandora to Merlin in of the Pandora/Mt rlir i

Agape&

ment. i Shapn'o ~T at 31,'hapiro
WDT at 31; Appendix D, at D-11 to D-12.

(B)

Pursuant to the Pandora/Merlin Ameement,~ Pandora agreed to sllow each'Merlin m m er
that had opted-in to

j?A14Hx. $014 g 7i. Qr.,'Shapirp didnbt I

make an adjustment to increase the value his benchnark for this 'non-statutorv benefit,because'andora

personnel told him that'remutually beneficial to the Merlitt Labels atid to Pandora." Shapiro WDT'at D-'2.With regard to the benefit to Pandora, Dr. Shapiro was informed by Pandora personnel.that
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"Pandora considers that~ strengthen artist engagement with Pandora and thereby drive
incremental listening and listeners to the service, build brand loyalty, and enhance listener
retention." Id.; see Wester ren WDT 38. Accordingly, Dr. Shapiro could not determine that
the value of such was greater to the Merlin members than to Pandora,
and, consequently, he concluded that no adjustment to the effective royalty rate was necessary.
Shapiro WDT at D-13.

fC)~
Each Merlin member that o ted-in to the a cement could elect to

PAN Ex. 5014 (Pandora/Merlin Agreement $ 8).

According to Dr. Shapiro,~ are mutually beneficial to the opting-in Merlin
members and to Pandora. Shapiro WDT at D-13. Dr. Shapiro took note that Pandora believed
the presence of~ might be "secretive to the listener experience" as well as a form of
advertising, and that Pandora was in fact planning controlled tests to measure listener responses
and solicit listener feedback in order to determine the appropriate nature and f'requenc of~ on~ stations." Id In light.of the mutually beneficial nature of
Pandora personnel informed Dr. Sha iro that even without a contractual obligation to do so,
Pandora offered , gratis, along with Pandora
Premieres tracks. Shapiro WDT at D-13 K n.26.

In light of the foregoing, Dr. Shapiro could not conclude that the~ provision on
balance created more value for Merlin than for Pandora, and therefore he made no adjustment to
his proposed effective royalty rate on that basis.

(D) Access to Pandora Metrics

Pursuant to the Pandora/Merlin Agreement, optin -in Merlin members will receive
metrics re ardin

PAN Ex. 5014 ) 9 (Pandora/Merlin Agreement) see also Shapiro WDT at D-14 K
n.29); Herring WDT $ 30.

However, Dr. Shapiro noted that, at the time he prepared his testimony, Pandora was also
developing a service called the Artist Marketing Platform ("AMP"), expected to launch in
October 2014, through which Pandora proposed to provide these same metrics to all artists, not
only to artists on the labels of Merlin members. Pandora did not plan to charge for AMP.
Shapiro WDT at D-14 Er, n.30; see Herring WDT tt 30.

Since Pandora stated that it intended to make its AMP available to all artists at no charge,
Dr. Shapiro concluded that no adjustment to the effective royalty rate was necessary to account
for the Pandora Metrics to which Merlin Labels would have access. Shapiro WDT at D-14.

Under the A reement Pandora ma create a
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(F) Pandora Presents and Pandoita Preihiei es Kvhnts

Pursuant to the Pandora/Merlin Agreement, opting-in~ Merlin members receive
in "Pandora Presents" and Pandora Premieres" events. PAN Bx. 5014, $

11 (Pandora/Merlin Agreement). Dr. Shapiro considered these two types of events separately.

(1) Pandora Presents

Pandora Presents is a program launched in December'2011, through which artists
perform live before an audience of fans that Pandora identifies and invites without charge. 'leming-WoodWDT $ 29. Bach of these events is designed for and sponsored by an advertiser.
Pandora essentially plays the role ofa concert produceIr a6d grorIiothr, choosing a'rtishs to feature
in Pandora Presents events that will best speak to the target audience of the sponsoring
advertiser. Id. Pandora identifies and matches adverti~sers and artists that appeal to a particular.
demographic, then books a location for the event and markets the event to Pandora listeners with
a demonstrated interest in the featured artist. Pandora

. Pand~Bra

gkghIs IPandora
WDT D-17 n.43.

There have been between Pandora Presents events per'vear featuring artists
on Merlin labels. Id. Pandora estimates that Merlin member artists

Id.
i

Pandora acknowledges that Pandora Presents generates promotional benefits forthe'eaturedartists. However, Pandora also understands that Pandora Presents also generates
marketing benefits for Pandora with respect to advertisers, listeners, artists, and labels. Id. More
particularly, Pandora not only views the program as a marketing platform that adds value for

Peking Ba. SIi14 $ t0
(Pandora/Merlin Agreement); see also Shapiro WDT at D-14, D-15 7 n.31.

Pandora personnel explained to Dr. Shapiro that such were
potentially mutually beneficial to the Merlin members'and. to'Pandora. 'Id. at n.32. The M 1

members benefit Rom
, generating benefits to the Merlin members in the form ofenhanced royalties an

discovery of their other artists. Id. For Pandora, these offer anotIier
context for engaging listeners and, by increasing the nInnber 6f lIttleijlin NeInbkr play) on
pandora, these work in tendsn with the steering i&rogsiItns iin the pandonsMerlin
Agreement.

Bv wav of comparison, Dr. Shapiro noted that Pandora is working with another entity to
that will feature specific artists. Id. at n. 34; see Herring WDT '0, n. 1 l.

Pandora personnel informed Dr. Shapiro that neither IIandortJ noir tlIe eIitity is
, /high suggested to Dr. Shat piro tha.t

such create "mutual and roughly equalized benefits for both Pandora and the
creator." Shapiro WDT at D-15.

For these reasons, Dr. Shapiro concluded that no adjustment to the effective royalty rate
was necessary to account for the provision in the Merlin Agreement. Id. at D-
15 to D-16.
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Pandora's service, but Pandora has also required that Pandora Presents events

Fleming-Wood WDT $ 29 8t; n.5; see Westergren WDT $ 38. Pandora Presents events thus
generate additional advertising revenue for Pandora as well as promotion of the Pandora brand
with Pandora listeners. Over the long run, Pandora considers that Pandora Presents events lead
to increased listener satisfaction and retention, and thus to greater advertising and subscription
revenue. Id.

Because of the foregoing, Dr. Shapiro likened Pandora's role in coordinating Pandora
Presents events to that of an independent concert producer and promoter. Therefore, Dr. Shapiro
concluded that the Pandora Presents
events, on balance, did not call for any adjustment to the effective royalty rate he had calculated.
Shapiro WDT at D-17.

(2) Pandora Premieres

Pandora Premieres is a program through which Pandora promotes albums in the week
prior to their release. Fleming-Wood WDT $ 30. Pandora sends an email inviting certain
listeners (selected based on their listening tastes and profiles) to listen to a new album during the
week prior to its release date. Id.; see also Shapiro WDT at D-17, n.45. When selecting albums
to feature on Pandora Premieres, Pandora reviews albums and artists proposed by the record
companies to ensure "a good fit with the program" and to "generate a high volume of listening."
Fleming-Wood WDT $30. Pandora provides these selected Pandora Premieres listeners with
"click-to-buy functionality." Id. at n.46.

Pandora requires the labels to waive royalties for the one-week period that an album is on
Pandora Premieres. Shapiro WDT at D-18. Pandora personnel informed Dr. Shapiro that
Pandora has never charged labels for their participation in Pandora Premieres and has no plans to
do so. Id. at D-18, n.49.

Pandora Premieres features two to five albums per week, or about 150 albums annually.
Flaming-Wood WDT 'r 30. Pandora personnel informed Dr. Shapiro that approximatelyI
percent of these albums are by artists whose labels are Merlin members and Pandora estimates
that participation bv artists whose labels are Merlin members will

to percent. Shapiro WDT at D-18, nn.51,52.
Pandora also estimates that the number ofMerlin label albums featured on Pandora Premieres
will tram aroundI per year to amundI par year. Id at n.53..

Dr. Shapiro acknowledges that Pandora Premieres generates promotional benefits for the
featured artists and their labels, but that bene6t is offset by (and evident Rom) the fact that labels
waive royalties for the one-week period that an album is on Pandora Premieres. Shapiro WDT at
D-18. Pandora also receives significant benefits Rom Pandora Premieres, because it offers a
bene6t to Pandora listeners, who receive an early opportunity to listen to entire new albums &om
artists they like and to buy the music. Fleming-Wood WDT $ 30.

On balance, therefore, Dr. Shapiro concluded that Pandora Premieres generates
signi6cant benefits both to the artists and label, on the one hand, and to Pandora as well. Because
the program is mutually bene6cial, and because Pandora

, Dr. Shapiro concluded that the in
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Pandora Premieres does noIt call for au adjustment to the effective royalty rate he had. calculated.
Shapiro WDT at D-19. 'v.

Adjustments over the 201i6-2020 Period.

Dr. Shapiro a!djusted his proposed rates higher to reflect kntibiphted inflation over the
2016-2020 statutory period. Shapiro WDT at 35. However, at the hearing, Dr. Shapiro testified
that he would have preferred not to predict future inflation, but rather to include a statutory terra
requiring the rates to be adjusted aerially to rellect actual inflation. 5/l9/15 Tr. 4608-10
(Shapiro). Dr. Shapiro (hd not make any other adjustments to reflect anticipated or predicteld
changes over the statutory period. His adjusted rates ace set ftorth in'he table below

Effective Per-Play Royalty Rates After Adjustments
2,016 Through 2020

(I!')

InflationRate'dvertising;-
Supporlted Sulbscription blended

30% Steering

2016
2017
2018
2019
2020

2.20%
1.73%
1.74%
1.76%
1.78%

0.1105
0.1124
0.1144
0.1164
0.1185

0.2146
0.2183
0.2221
0.2260
C(.2300

0.1:?25
0.1:?46
0.1268
0.1290
0.1313

12.5% Steering

2016
2017
2018
2019
2020

2.20%
1.73%
1.74%
1.76%
1.78%

0.12,05
0.12',26

0.12,47
0.12',69
0.12',91

CI.2238

CI.2276
0.2316
0.2357
0.2399

0.1324
0.1347
0.1370
0.1394
0.1~I 19

* The inflation rate reported for 2016 accounts for expected inflation ~from the mid-point
of the period Q4 2014 through 2015 (May 2015) to the midpoint of 2016 (August 2016).
The other inflation rates account for annual expected inflation to the mid-point (A'ugust) of each
calendar year listed.

'" Dr. Shapiro also considered two factors enumerated in the statutory willing buyer/willing seller. formulation—
Pandora's potential role in promoting or substituting for othe!. Merlin label revemte streams, and Pandora and
Merlin's "relative contribution." He concluded that, as rational economic actors with access to information
regarding such factors, the parties would attempt to make, sure that such elements were "fully baked in" and
"automatically included" in the negotiated rates. 5/19/15 Tr, i4605-06 (Shapir!o). Given this fact, .Dr. Shapiro made

!

no further adjustments to the rates he derived. &om the Pa!ndora/Merlin Agee|nent.

The rates in the table differ from the rates proposed by Pandora becau&'e the proposed rates are rounded.
'" Dr. Shapiro blended the ad-supported and subscription rates to create his sblended'~'ate. However, Pandora does
not propose that the Judges a,dopt such a blended" rate,
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Dr. Shapiro explained why he proposed two alternative rates: "[The rate selected]
depends on how much steering Pandora is doing. If they do more steering, that lowers the rate
they'e going to be paying, in fact, and so then that lowers the corresponding statutory rate
derived &om the Merlin Agreement." 5/19/15 Tr. 4603-04 (Shapiro).

a. Pandora's Proposed Greater-of Rate Structure Including a 25% of Revenue
Prong

In addition to the proposed per-play rates, Dr. Shapiro's rate proposal employs a greater-
of structure, with the second prong set at "25 percent of the revenue attributable to the licensed
music," as such revenue is defined in the regulations proposed by Pandora. Shapiro WDT at 20
and n. 30; 5/19/15 Tr. 4608:16-23 (Shapiro). This is the same greater-of rate structure adopted
by the parties to the Pandora/Merlin Agreement. PAN Ex. 5014 at $ 3(a). According to Dr.
Shapiro, a greater-of formula with a "percent-of-revenue" prong is proper for the following
reasons.

[T]he Merlin Agreement ...specifies that Pandora's royalty payments to the
participating Merlin Labels ... will be at least 25 percent of its revenue
attributable to the music of those labels. These agreements show that, as a
practical matter, royalties for recorded music can indeed be based on webcaster
revenues, at least in the case ofPandora. Furthermore, webcasters and many
other types of music users pay royalties to music publishers and composers,
through ASCAP and BMI that are set as a percentage of revenue. For example,
the ASCAP rate court recently established a royalty rate for Pandora of 1.85
percent of revenue for the period 2011-2015 for its performance of musical
compositions in the ASCAP repertoire. This indicates to me that webcasting
revenues can serve as a practical basis for royalty payments.

Shapiro WDT at 23.'.

Pandora's Proposed Application of the Pandora/Merlin Rates to the Majors

Pandora avers that the effective rates established by the Pandora/Merlin Agreement are
not only representative of the rates that Indies would receive as willing sellers in the hypothetical
marketplace, but are also representative of the rates that the Majors would receive in the
hypothetical marketplace. Pandora's explanation as to why this extrapolation is warranted is
based on its distinction between greater revenue derived Rom a higher number ofplays as
opposed to greater revenue Rom a higher per-play rate. As Dr. Shapiro opined, Majors have a
higher share of the overall plays on Pandora than the Merlin Labels do, and thus they receive

Dr. Shapiro assigned no separate value to the 25% of revenue prong for adjustment of the per-play prong,
cause he understood that the per-play prong would result in a payment by Pandora to Merlin of approximately
% of revenue attributable to Merlin, thus not triggering the lower 25% prong. 5/19/15 Tr. 4683-4 (Shapiro).

urther, because Dr. Shapiro included a second prong incorporating the 25% of revenue royalty payment, he
concluded that it would be "double counting or just nonsensical" to add the value of that prong into the per-play
prong. Id. at 4686.
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more in royalty income because that "occurs automatically under a per-play rate structure ot'',
percent-of-revenue structure with payments prorated according to label'hare."'hapiro WDT at
37-38. The relevant question for puq)oses of rate-setting, therefore, according to Dr. Shapiro, "is
whether the repertoires of the [Majors] would command a, higher rateperplay or a higher
percent-of-revenue than the Merlin Labels in a workably competitive market." IrJ.

Pandora answers thIis question in the negative, for ~two reasons. First, according to Dr.
Shapiro, the empirical evidence demonstrates that there is no greate~ promotional effect on the
sale of songs from the Majors (as compared to the Indies) &om performances on Pandora to
support an upward adjustment to the Merlin benclnnark. 5/19/15 Tr. 4623-64 (Shapiro).
Second, Pandora has the same ability to steer towatd a6d @wry corri th&'. re'pertoires of each'of'he

Majors, just as it has done with the Meri:in Labels. Se& 5/19/15 Tr, 4624-30 (Shapiro);'hapiroWDT Appendix F, atF-6„'o

bolster this argument, Pandora notes that Dr. Rubinfeld's analysis vis-k.-vis his own
interactive benchmark reveals that Merlin receives essentially the same level ofmonetary
consideration as the Majors in the interactive market. Pandora concluded therefore thatthe'ffectiverates derived from the Pandora/Merlin Agreeme~t indeed can serve as benchmarks for
the rates to be paid by the Majors. See Pandora PFF $$ 158-1.63 (and citations to therecord'herein).

4. SoundKxchange's Criticisms of the Pandora Rate Proposal

SoundExchange opposes the use of the Pandora/Merlin Agreement's a benchmark in this
proceeding. Its oppositi.on is based upon several principal arguments, summarized below.

a. The PandIora/Merliin Agreement Creates Ne+ Rights And New Obligations
that are Unavailable under the Statutory License.

SoundExchange asserts that the Pandora/Merlm Agreement does not cover the same
tights that are available under the statutory license and also creates new obligations that are
unavailable under the statutory license. Specifically, SoundExchange avers that the
Pandora/Merlin Agreement contains the following extra-statutory rights and duties:

~555')

IPR 'ud

"'r. Shapiro's conclusion that noninteractive services can steer away &om the Majors as well as the Indies is
based upon Pandora's "steering experiments."
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See PAN Ex. 5014, $ $ 1(c)(v), $ 2(c) and 13; see generally SX PFF Q 559-562 (and record
citations therein).

Given these differences between the Pandora/Merlin Agreement and the statutory license,
SoundExchange concludes that the former at best is but a weak benchmark for the latter. See SX
PFF f[ 558 (quoting SDARS II, 78 Fed. Reg. at 23064 (Apr. 17, 2013)) (Additional considerations
and rights granted in [a proposed benchmark] that are beyond those contained in the Section 114
license weaken the [benchmark's] "comparability as a benchmark.").

b. Dr. Shapiro Failed Adequately to Value the Non-Statutory Consideration and
thus Wrongly Failed to Increase His Benchmark

According to SoundExchange, not only is the Pandora/Merlin Agreement a deficient
benchmark, Dr. Shapiro also wrongly failed to increase the value of that benchmark to reflect the
value of the non-statutory consideration in the Pandora/Merlin Agreement. SoundExchange
asserts that Dr. Shapiro instead focused only on the lack ofvalue attributed byPandora to these
other forms of consideration. See Shapiro WDT App. D at 1; 5/19/15 Tr. 4670 (Shapiro).
However, SoundExchange notes that Dr. Shapiro acknowledged on cross-examination that he
thought it would be important to know Merlin's expectations as to value in order to do a "proper
analysis" of the value of the Pandora/Merlin Agreement." Id. at 467-71. Moreover,
SoundExchange notes that the value analysis undertaken by Dr. Shapiro is not based on
Pandora's expectations that existed before the execution of the Pandora/Merlin Agreement, but
rather on the valuation evidence he obtained &om Pandora aPer the Pandora/Merlin Agreement
had been executed. Id. at 4669.

SoundExchange asserts that, had Dr. Shapiro considered the value placed on these extra-
statutory elements of consideration by Merlin and its members, the total value of the
consideration would have at least equaled the existing Pureplay statutory settlement rates for
2014 and 2015. In support of this point, SoundExchange relies in substantial measure on the
testimony of one ofMerlin's two chiefnegotiators of the Pandora/Merlin Agreement, Charlie
Lexton, Merlin's Head ofBusiness Affairs and General Counsel. SX Ex. 13 $ 1 (Lexton WRT).
Mr. Lexton testified that, in Merlin's view, the consideration provided to Merlin members by the
Pandora/Merlin Agreement was, "at worst, no lower than the compensation under the existing
statutory rate paid by Pandora." Id. at 17.

More particularly, SoundExchange relies on the following evidence and testimony with
regard to items of extra-statutory consideration.

i The Provision and Merlin's

According to SoundExchange, the evidence shows that Merlin and its members placed a
value on the provision, because Merlin obtained this provision through its
negotiations with Pandora. 6/1/15 Tr. 6894-95 (Lexton). Speci6cally, Merlin had initiallv asked
for , which Pandora refused to provide, leading to this
provision as an alternative to . Id. Further, Mr. Lexton testified that
Merlin "definitely" would not have entered into the Pandora/Merlin Agreement if the

provision had not been part of the agreement. Id. at 6898-99.

Mr. Lexton said that this provision was important because Merlin believed, alter
considermg , that there was a reasonable chance that
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provision would be triggered, particularly during Pandora's fourth quarter of20tl4. l

6/1/15 Tr. 6896-98 (Lexton'l. Mr. Lexton further noted tbat Pandora ogerqd gerlin the
the Pandora/Merlin Agre munit is a. counterpiIoposa1 to Merlin's

ro osalto
. SX Ex. 310 at 1; 6/1/15 Tr. 6986 (Lexton). In the Same vein,iMit. Van Aritian, co-'founder'ndco-owner of the Indie record company (and MerhIi memImter) Secretly Group, testi6ed that

the presence of th.- provision wss one otI thtI retsolts iIis inhels opted-in tothe:
Pandora/Merlin Agreement. 6/2/1 5 Tr. 7172 (Van Aninan).'i.

The ProviiIioiII

The Pandora/Merlin Agreement obliges Pando& tb
to the opting-in Merlin members. PAN Ex. 5014 $. 5.. These.

not available under the statutory license and are not replicated in Pandora's rate proposal.
SoundBxchange notes that Mr. Lexton testified that Merlin would not have entered into the
Pandora/Merlin Agreement if it had not contained these commitmej its.
6/1/15 Tr. 6906 (Lexton). SoundBxchange also notes that Pandora itselfviewed the

as a valuable provision. See SX Hx. 310 at 2 (a coutem ioraneous
Pandora negotiating document, in wbich Mr. Herring ivrote: I

sr)

iii. Advertising/Promotional Benefits i

Mr. Lexton testi6ed that Merlin would not have entered into the Pandora/Merlin
Agreement if it had not included the advertising and promotion bene6ts ultimately embodied iiti

the agreement. 6/1/15 Tr. 6909 (Lexton). According to Mr. Lexton, th'ese bene6ts clearly were
ofvalue to Merlin's members. Id. at 6880. He explained that these advertising and prontiotibn ~

provisions "provided considerable value that could not be replicated by the statutory license."
SX Ex. 13 $ 43 (Lexton WRT).

In like fashion, Simon Wheeler, Director ofDigital for atnotheriMerlin member, 'Beggar's'roup,testi6ed that one ofhis company's motivations for opting-in'o the 'Pandora/Merlin
Agreement was that it afforded Beggar's Group the ablilig tol "tdp into'~ thyrse pro)notional i

opportunities that were unavailable under the statutory license. SX Bx. 31 $ 23 (Wheeler WRT).

SoundBxchange also notes that Mr. Herring, one ofPandora,'s negotiators, likewise i

recognized that these promotional tools had potential value to Merlin, and, indeed, he
acknowledged his awareness that "Merlin believed that [these provisions] added value."~ 5/tl 8/i 5 I

Tr. 4275-76 (Herring). He further acknowledged his aiwaienhss thai Mhliii hkd "sold" the i

promotional bene6ts of the Pandora/Merlin Agreement "pretty strongly" to its members', Id. at
4279; see SX Ex. 2237 at 1.

iv. Access to Data

When Pandora first proposed a direct license to Merlin, Pandora offered Merlin and. its .

members access to Pandora's internal data. SX Ex. 104 at 5. I The right to such access was
embodied in the final Pandora/Merlin Agreement. PAN Ex. 5014 g 9. Mr. Lexton testified that
licensors do not have access to this type of data under the statutory license. Lexton WRT [[40.
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Both Pandora and Merlin acknowledged that such data are valuable to record labels
generally. Westergren WDT at 16-17; SX Ex. 1736 at 5; 6/2/15 Tr. 7157 (Van Arman); see
6/1/15 Tr. 7099-7100, 7106-7 (Simon Wheeler) (Access to data is something Beggar's Group
"expect[s] of [its] major direct licenses" and is "a part of every negotiation.").

SoundExchange also criticizes the usefulness of the Pandora/Merlin Agreement as a
benchmark for more general reasons:

c. The Pandora/Merlin Agreement is Unrepresentative of the Larger Market

SoundExchange asserts that the Pandora/Merlin Agreement pertains only to record
companies that represent less than $% ofPandora's performances and therefore cannot represent
what the record companies— including all three Majors—comprising Pandora's other I% of
performances, would negotiate for in the hypothetical marketplace. SX RPFF tt 753; SX PFF tt
507 (both relying on Shapiro WDT at 76). SoundExchange also avers that the Pandora/Merlin
Agreement is not sufficiently probative of the rates that Indies would a ree to voluntaril
because the bulk of the Indies who o ted-in

. 6/1/15 Tr. 6860, 6865-66 (Lexton). SoundExchange also
notes that roughly 30% of the Merlin labels that opted-in do not regularly operate in the United
States. 6/1/16 Tr. 6863-64 (Lexton). Additionally, Mr. Lexton estimates that of the~ or so
Merlin members that opted-in directly (rather than through distributors or aggregators),
approximately+ have been affitmativel re'ected by Pandora for inclusion in the Merlin
license, based on Pandora' . Id. at 6871.

d. The Pandora/Merlin Agreement Applies Only to a Single Webcaster with
Substantial Market Power

SoundExchange notes that the Pandora/Merlin Agreement applies to only one licensee,
Pandora, and the terms of that license were not replicated in any other contract with any other
licensee. SoundExchange finds this point relevant because of Pandora's "significant competitive
strengths" among webcasters, including its 77.6% share of internet radio listening. PAN Ex.
5012 at 11. According to SoundExchange, this large market share afforded Pandora with market
power that was a meaningful factor in the negotiations of the license with Pandora. See SX
Ex.19 at 6, 24-27 (Talley WRT) (noting that Dr. Shapiro failed to perform any analysis of
meaningful allocations ofbuyer-side power, including, for instance, whether Pandora's unique
position in the market affected the terms of the Merlin license.).

e. The Pandora/Merlin Agreement was "Experimental"

SoundExchange asserts that the Pandora/Merlin Agreement was merely an
"experimental" modification of the restrictions created by the sound recording performance
complement. SX PFF tttt 576-580 (and record citations therein). At the hearing, Merlin
characterized the Pandora/Merlin Agreement as "experimental. SX Ex. 13 tt 27 (Lexton WRT)
(describing the license as "an exercise in experimenting with direct licensing derived &om the
existing statutory rates.); see id. tt 25 ("Due to the fact Pandora offered us so many additional
benefits and other added value that is not required by their statutory license, we understood this
as an opportunity for experimentation given and within the constraints imposed by Pandora'
existing statutory rates.); Wheeler WDT tt 9 ("We knew &om the start that this was a short-term
experiment....") (emphases added).
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f. No Major Has Accepted a Similar Iliroct l,iconst with Pandora

SoundExchange emphasizes the absence: ofwhat might otherwise be an important piece
of evidence: No major record company has agreed to a direct license with Pandora or any other
webcaster on the same rates and terms of the Merlin license. SoundExchange notes that this is
unsurprising, in that.Pandora's C.F.Oa Mr. Herring, acknowletdgt:d that Pandoita regularly had
conversations with the Majors, but did not replicate the terms of the Pandora/Merlin Agreemen!t.
5/18/15 Tr. 4203 (Herrnig). In fact, Mr. Herring recognized that Pandora would have been i

unable to negotiate the same terms with the Majors and would have to offer th'e Majors better !

terms. 5/18/15 Tr. 4253 (Herring) (acknowledging that he "expected [to] ...have to give more
favorable economic terms to a major record company thali you would h'ave to give toan'ndependentrecord company.").

To drive home tins point, SioundExchange contrasts the a'bsence'f evidence of any
agreement between a Major and Pandora with the record evidence of the iHea~arner
Agreement. SoundExchange notes that, pursuant to the iIIeait%'amer Agreement, SX Ex.33,
per-play rates (i.e., even before an~otential inclusion of the value qf othe'onsideration) range
fiom $0.~ to $0Igi over the Qggi period, tIreaier ihatI th) ra lee in the Pandora/Merlin
Agreement. From this evidentiary distinction, SoundExchange concludes that the Services
have not demonstrated f!hat the rates in licenses between noniuteractive services and Majors
would match the lower rates in the: Pandora/Merlin Agreement. SX PFF $ 654; see also Id. at )[
656 (asserting that tb!e iI-Ieart/Wanner Agreement "confum[s]'hat m'ajot record companies
receive more consideratjion than independent record companies when negotiating directly for
licenses covering noninteractive services.").

g. The Steering Prtovisions in tb.e Pandora/IVleriin Agreement A.re Not Usefu.l in
Setting the Statutory Rate

SoundExchange rejects Pandora's foundational, assumption that the steering provisions of
the Pandora/Merlin Agreement can be used to determine the statutory rate. SoundExchange's
rejection of steering as a relevant benchmark ing tool is based'on'sev'eral factors:

i. Steering Allegtedly Creates "First Mover" Adv'antages that cannot bo
Replicated fair All l.icensees.

SoundExchange argues tha!t as a rnatter of simple arithmetic a webcaster cannot commit
to steer to every record company or label, because there is only a total of 100'ro subject to
steering. As one of its economic experts noted:

[A]n affirmative obligation to steer just can't be nnplemented ort a market-wide
basis. It's ju. t not possible, for a service to say I'm going to steer listenership
towards each label that I contract with.

131 ange also notes thatg~ s licenses with ~~ and independent record compania fog its
service likewise demoztstrate that the major recor companies receive considerably more cotisid0ratilon

t an tn ependent record compani!es. SX PFF $ 6.'55, and Section XI.A therein (and record citations therein).
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5/27/15 Tr. 6070 (Talley).

Similarly, SoundExchange notes that an iHeart, executive, Mr. Cutler, recognized the
impossibility ofpromising steering to all record companies: "Certainly, the share has to—its math
has to add up to — a hundred, so if someone goes from 20 to 30, the rest of the pool must—those
ten points must come &om somewhere else." 6/2/15 Tr. 7239 (Cutler).

Thus, as Dr. Rubinfeld noted, the steering provisions provided Merlin with "first mover"
advantages. Rubinfeld CWRT $ 70. SoundExchange concludes therefore that Pandora cannot
escape &om this "quandary" by discarding the [steering commitment], yet retaining the
[discounted rates] Rom the Pandora/Merlin Agreement. According to SoundExchange,
discarding the [steering commitment] would separate the rate in the agreement from the specific
bargained-for consideration that Merlin obtained in exchange for that rate. SX RPFF $ 764.

i. Revenue from Steering is a Valuable Benefit Not Available Under the
Statutory License.

SoundExchange asserts that the steering provision provides Merlin with a financial
advantage that cannot be duplicated under the statutory scheme. Therefore, SoundExchange
avers, Pandora's proposed benchmark must be adjusted upward to reflect that this non-statutory
value — like all nonstatutory consideration — permitted a reduction in the benchmark royalty rate.
See SX PFF $'II 701-708 (and citations to the record therein).

ii. Pandora Has Not Provided Support for its Claim that a "Threat" of
Steering Will Lead to Lower Rates.

SoundExchange challenges Dr. Shapiro's assertion that, in the hypothetical market, the
ability of a noninteractive service to steer among record companies would necessarily create a
"threat" of steering that would cause rates to decline to an effectively or workably competitive
level. SoundExchange asserts that the record is bereft of any benchmark agreement that reflects
a "threat of steering," let alone that a "threat of steering" had allowed a noninteractive service to
obtain a lower rate. See SX PFF $$ 609, 709.

iii. Pandora Did Not Test Steering Under "Real-World" Conditions.

SoundExchange argues that Pandora failed to test steering under real-world conditions,
because there is no evidence that listeners were ever aware that steering was occurring. More
particularly, SoundExchange points out that Pandora has yet to experience any potential negative
listener reaction that may arise if and when competitors advertise that Pandora has modified its
algorithm in a manner that contradicts its long-standing claim to play "only the music listeners
want" in order to save money on royalty rates. See 5/19/15 Tr. 4775 (Shapiro) (admitting that
Pandora did not test how people would react to learning "that Pandora was factoring in royalty

'" Timothy Westergren, Pandora's founder, had publicly stated that Pandora's recommendations would "be based
on the genome, they will never be based on somebody buying the space." SX Ex.2369 at 1. In fact, Mr. Westergren
explained in 2013 that "[t]he only thing that drives what song [Pandora] play[s] next for a listener is trying to deliver
the best possible listening experience for that individual." Id. at 3.
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rates [in] how they constructed the playlist."). Indeed, Dr. Shapiro "worried about" the question
whether a competitor could use such an advertisement to "magnify" a negative reaction to
steering. Id. at 4635-36. Because successful steering in the real world depends on consumer
reactions, SoundExchange concludes that Pandora has failed to demonstrate a credible threat of
steering.

Additionally, SoundExchange notes that Pandora has 'been u'nable to generate as much
"real world" steering as it intended under the Pandora/Merlin'greement. Specifically, the
evidaace actually shows that Pandora has not achieved the  s/s steedng target for most Merlin:
labels. 5/19/15 Tr. 4676-16 (Shapiro). Dr. Shapiro also admitted that, as ofNovember 2014,
Pandora had been unable to achieve the~% target tbr 'ta good number" 'of record labels. 'd
Moreover, for g% ofMerlin labels, Pandora's steering has been negative. SX Bx. 2310.

From these facts, SoundExchange concludes that Pandora has failed to provide suf6cient
real world evidence regarding its ability to steer, demonstrating a dii connect between the
theoretical case it has presented and the realities it faces in the marketplace.

iv. A Record Company Could Rebuff a Steering Proposal by Withholding
its Entire Repertoire.

SoundExchange argues that a record company could respond to a steering threat by
refusing to license 100% of its repertoire to Pandora. In support of this position, SoundExchange
quotes Dr. Shapiro, who acknowledged that "a record company with market power" could use
that power to disable a webcaster's threat of steering. 5/19/15 Tt. 4576'7 (Shapiro). Dr. 7allby'imilarlynoted that, "in the hypothetical market where there is no background statutory rate ... a
label might say, okay, ifyou'e going to [steer against us]& we may just walk away ...." 5/27/15
Tr. 6074 (Talley); see also 5/1 Tr. 1429 (Harleston) ("Ifa service were to say we'e just not
going to play your records because it costs too much, the reaiity is we c'an go —'e have 'other'hoices.We could lean into other services.").

SoundExchange finds support for this position because the Services'conomic experts
declined to conclude that the Majors were not "must haves" for noninteractive service.See'/11/15Tr. 2989-90 (Katz) ("Q. Is it fair to say that you ... believe that the [M]ajors are must-
haves for customized services such as Pandora? A. I would say I believe that's a possibility,
yes."); 5/19/15 Tr. 4582 (Shapiro) (Dr. Shapiro testified that he was'offering no opinion
whether the [M]ajors are must-have for Pandora.").

v. Record Companies Can UtiTize Contract Clauses to Thwart Steering

SoundExchange asserts that it can contract around, a nonigteractjve,service's proposal or
threat to steer by insistin~ upon a specific anti-steering clause or a more general "Most Favored
Nation" (1VIFN) clause.'ee SX Ex. 25 $$ 14-19 (A. Harrison WRT) ("UMG has long
recognized in our negotiations with interactive services that they have the ability to steer users

"In general, sn MFN clause is a contractual provision that requires one party to give the other the best terms that
it makes available to any competitor." U.S. v. Apple, Inc., 791 F.3d 290, 304 (2d Cir. 2015).
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away &om UMG music through the music they feature and recommend through the service
thereby decreasing our plays on the service and the revenue that flows to UMG and its artists ....
We therefore have negotiated for protections against such steering .... [Ijfwe did not have these
commitments the interactive services could effectively steer users toward other record labels
artists and sound recordings through the music they highlight."); accord, 4/28/15/15 Tr. 455-6
(Kooker); 4/30/15/15 Tr. 1144-5 (Harrison); 6/2/15/15 Tr. 7202-5 (Harrison); 5/7/15/15 Tr.
2487-88, 2490-93 (Wilcox) (all acknowledging on behalf ofmajor record companies that anti-
steering provisions are commonly used in their agreements with the on-demand services).

Several such anti-steering contract clauses were in evidence in the proceeding:

~ The agreement between and contains an anti-steering clause that
prevents &om steering towards lower-priced music, including on playlists, if that
steering would result in lowering 's share of total plays to a level that is less
than 's market share. SX Ex. 37; see also 6/2/15 Tr. 7202-6 (Harrison);

e The agreement between and contains an anti-steering provision to
prevent &om steering listeners away &om content and towards that of
another label. 4/30/15 Tr. 1145 (Aaron Harrison);

o Mr. Harrison testified that

6/2/15 Tr. 7206 (Aaron Harrison); see Harrison WRT g 15-16; SX Ex. 36 $ 7;

o The agreement between~ and prohibits &om promoting another
label's repertoire if it would then exceed its market share, unless Spotify offers the same
increase in market share to SX Bx. 80 at 25537-38; see 4/28/15 Tr. 455-56
(Kooker). The practical effect of the clause is to prohibit &om increasing another
label's promotional opportunities above its market share if that would lower 's
promotional opportunities to below its market share. 4/28/15 Tr. 456 (Kooker);

and contains an anti-steerinv provision thato The agreement between
guarantees will get

, equivalent to its market share
The provision further provides that ifany other record company receives an "uplift over
its Soundscan market share, will receive the same "uplift." SX Ex. 343 at 20;
SX Ex. 1814 at 26; SX Ex. 346 at 5; see 5/7/15 Tr. 2490-93 (Wilcox).

More broadly, as noted above, SoundBxchange asserts that, as in the interactive market,
the Majors could insist upon a general MFN clause in each contract with a service, which would
ensure that each Major gets the benefit of the rates and terms set forth in the service's contracts
with the other Majors. See 4/28/15 Tr. 449-450, 542(Kooker); 4/30/15 Tr. 1142 (Harrison);
5/7/15 Tr. 2473 (Wilcox). Several such anti-steering contract clauses were in evidence in the
proceeding:

~ Theagreementbetween and containsanMFNprovisionprovidingthatif
enters into an agreement with another major record label that provides more

favorable terms for that label regarding specified kev provisions (including
), then must notify
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of those more favorable terms and give the option to avail itself of thosle tcIrmk.
SX Ex. 80 at 25542-43; PAN Bx. 5091; see also 4/28/15 Tr. 447-50 (Kooker);

~ The agreement between and contains an MFN providing that if
grants another label more favorable jmancial terms, t zen must also offer those
terms to SX Ex. 36.'ee also 4/: i0/] 5 Tr. ] 14'.?-44 Qfar6so5) (1'

The agreement between and contains the equivalent ofan MFN
provision lan "ec ual treatment" clause) bv which warra'nts.that it has no)
provided ti& aaother tab)1. fn ge
event that has violated this warrant Ir, t1re

,
'cltIuseI permits

to receive an immediate to match the superior terms. SX Ex. 343;
see also 5/7/15 Tr. 2474-79 (Wilcox).

vi. Record Companies Could Thwart Steering by RequiringUp-Front'ump

Sum Royalties.

SoundBxchange notes that, as Dr. Katz candidly ann'owledged,' record company could
neutralize a steering threat by seeking a lump sum paymme6t &stud bfIver-play rates.'/11/15 Tr.
3015-6, 3019-20 (Katz).'.

Merlin's Economic Interests Were Not Fully'ligned with Those of its
Members

SoundExchange addresses what it suggests map be cOnfiicts!of jnterest as:between Merlin
and its distributor/aggregator-members, on the one hand, and the Merlin label members, on the
other. First, Merlin and the distributors/aggregators ty!picallp reoeiv!e &om
members only if that member has opted-in. Second, P!andora! paid Merlin a license fee directly
that would vary, uo to $375,000 tbut in anv event no less~ $$50I00p), depending upon the
Merlin members . Sg Eg. 1!3 g! 56',(Lgxt6p V(RT). Thus,
SoundBxchange avers that Merlin had economic incerhives to complete the Pandora/Merlin
Agreement and to urge its members to opt-in — incentives, that were not necessarily consistent
with the interests of its members.

i. Pandora Has Been Unable to Perform its Contractual Obligations.

SoundBxchange avers that, even assuming the Piaudotta/Merlin Agreement otherwise had
merit as a potential benchmark, Pandora has been unable to perform its contractual obligations J

In this regard, SoundExchange notes the following problems that have hindered Pandora's ability
to perform its contractual duties.

~ stafnng and capacity constraints;

" The dynamic economic effect of an up-front lump-sum royalty payment is discussed elsewhere inthis'etermination.
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o lack of reporting and payments,
e a low fraction of labels who are receiving payments pursuant to deal;

a low participation in the~ program; and
a low percentage of labels receiving steering at or above ~%.

SX Ex.1748 at 2; SX Ex. 2310.

SoundExchange further notes that Mr. Herring candidly acknowledged that Pandora had
waited until after it executed the Pandora/Merlin Agreement to determine the actual cost to
Pandora ofperforming its contractual duties. 5/18/15 Tr. 4280 (Herrin . Afterward, Pandora'
Chief Scientist estimated that Pandora would incur an annual cost of for the "initial
build" and $~ annually in "ongoing support maintenance." Id at 4282.; SX Ex. 1706 at
1. Pandora calculated internally that, just to provide the optin -in Merlin members with the
contractually promised access to data, Pandora would incur $ in initial costs and
$ in ongoing annual costs. Id at 20. .Similarly, Pandora would need to spend almost~

dollars in initial costs and $ in annual costs to allow opting-in Merlin members to
, two of the advertising benefits contained in the

Pandora/Merlin Agreement. Id.

SoundExchange notes that these implementation issues have "impacted negatively" the
willingness ofMerlin members who opted-in to consider enterin into this license in an f'uture

eriod. For exam le Mr. Van Arman testified that

6/5/15 Tr. 7158 (Van Arman); see also 6/1/15 Tr. 7104-10 Simon Wheeler
detailin im lementation issues and concludin

5. Judges'onclusions regarding Pandora's Benchmark Evidence

For the reasons set forth below, the Judges find that the noninteractive benchmark
proposed by Pandora is informative as to the rates they shall set in this proceeding for a
particular segment of the noninteractive marketplace. That is, the Pandora benchmark is
probative of the two distinct voyalty vates that a noninteractive service would pay to Indies in the:
(1) ad-supported (free-to-the-listener) market; and (2) the subscription market, respectively.

Pandora's proposed benchmark is premised principally on the provisions of the
Pandora/Merlin Agreement. SoundExchange raises two principal challenges to Pandora'
benchmark: (1) the ability, vel non, of a noninteractive service to "steer" or credibly "threaten"
to steer in the hypothetical market; and (2) the potential value of other (non-steering) elements of
consideration Pandora provided to Merlin that might offset the lower stated rates, thus leaving
the effective rate unchanged from the nonprecedential statutory Pureplay Settlement rate.

In light of the importance of these two issues, the Judges first analyze these two
contentious points, followed by a discussion of SoundExchange's other objections to Pandora'
benchmark proposal.
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a. "Steering" as a Mechanism for Achieving Effective Competition in the
Hypothetical Market

i. Could a Noninteractive Service Steer and C~redibly Threaten to Steer in
the Hypothetical Market?

SoundExchange argues that steering createS merelty a!"61st movIer" advantage for those,
licensors who are able to enter into steering arrangements before their competitors are able to
obtain such advantages. This ~ent is seductively simple: In its essence, it is based on the i

elementary proposition that no noninteractive service can steer more than 100% of its sound
recordings. To take a simple example, assume there are three Majors, U, S, and W, and one
Indie, M. Assume the ex ante steering allocation ofplays was 40% for:U, 30% for S, 20% for W
and 10% for M, and all plays were priced at $0.0020. Now, the noninteractive service strikes a
deal with M to increase plays ofM's sound recordings by 50% over the ex ante percentage, in
exchange for, say, a 10% reduction in per-play rates to only M. Then, M's noninteractive market
share increases by 50% Rom 10% to 15% (while its per-play:rate declines by only 10%, resulting
in more revenue for M expost steering). As a "6rst mover," M thus bene6ts.

However, the noninteractive licensee cannot promise all three other licensors, U, S, and
W, the same 50% increase in plays via steering in the same contract period. If it did, U would
realize a market share increase &om 40% to 60%; S would realize a'market share'increase from
30% to 45%; and W would realize a market share increase &6m 20% to 30%. 'H four licensors,
including M, would thus be promised 60% + 45% + 30% + 1'5%'= $ 150%.

SoundExchange's point is that, by de6nition, it is mathematically itnpbssible'for'a
noninteractive licensor to allocate more than 100%~ of its plays. Thus, SoundExchange
concludes, steering can only work in a non-statutoxty setting and,i even then', never for all
licensors. See 5/28/15 Tr. 6301 (Rubinfeld); see ai'so 9/27/19 Tr'. 6070 '(Talley) ("[I]t's almost
like a Lake Wobegon effect, that not everyone can be above average, not everyone can receive
steering.").

This argument of course, in the static senseI is inathematically correct. But, in the
dynamic sense, is it economically correct? Dr. Shapiro, for Pandora, responded to this argument
in the following colloquy with the Judges regarding the "threat" of steering:

[THE JUDGES]

Let's ... take ... the market we'e dealing with here [and] address the 6rst-mover
criticism ... that well, sure, you can steer to... record compainy A .i. but you can'
steer to all of them because you can't play more than 100 percent of the music. Is
it ... the threat of steering that pushes eve+body .I.. tbwdrdsl their original'ercentagesto avoid being that odd man out who was the holdout for the higher
price?

[DR. SHAPIRO]

That's exactly — yes, absolutely. The competitive outcome is when each of the
record companies is at a rate where they'e .... not disadvantaged relative to the
other guys.... This notion that you can't steer, the 100% thing, it's kind of
offensive to an antitrust economist ... because it'.basically saying ... price
competition is some horrible thing.

Determination ofRates and Terms
2016-2020 (Wd) IV) - 116



5/19/15 Tr. 4561-63 (Shapiro); see Shapiro WDT, at 9 (noting that the "net result" of steering "in
a workably competitive market may well be relatively little actual steering."). Dr. Shapiro
further notes that, in the absence of steering, "[y]ou would be basically going to the rate that a
cartel or monopolist would set." 5/19/15 Tr. 4575 (Shapiro).

The Judges find that steering in the hypothetical noninteractive market would serve to
mitigate the effect of complementary oligopoly on the prices paid by the noninteractive services
and therefore move the market toward effective, or workable, competition. Steering is
synonymous with price competition in this market, and the nature ofprice competition is to
cause prices to be lower than in the absence of competition, through the ever-present "threat"
that competing sellers will undercut each other in order to sell more goods or services.

This
process

does not result, as some record industry witnesses suggested, in a "race to
the bottom." Rather, it typifies a "race" to a workably or effectively competitive price. On the
licensees 'ide of the market (the buyers'ide), the limit on the demand for lower rates through
steering is reached when the noninteractive service is no longer in a position to make further
substitutions of one record company's sound recordings for another's because the potential for
lost revenues exceeds the cost savings.'n the licensors 'ide of the market (the sellers'ide),
the limit on the willingness to supply recordings at reduced rates is reached when the licensor
determines that any further reduction in the rate will not be sufficiently to cover all marginal and
recurring fixed costs (including opportunity costs) for its particular repertoire. (This is
essentially stating in words the fundamentals of the Lerner Equation discussed at note 121
supra).

Because the Judges are utilizing the benchmark approach to rate setting — as both
SoundExchange and Pandora endorse — the limits to steering (like the value ofpromotion and
substitution) are implicit in ("baked-in") the terms of the relevant benchmarks. That is, Pandora
and Merlin entered into their agreement because each concluded that its steering terms were

advantageous.'oundExchange
argues that, even if the threat of steering could cause a reduction in rates

in the hypothetical noninteractive market, the Services have not provided any proof of an actual
threat of steering in the direct noninteractive licensing market, but rather have presented only
evidence of actual (not threatened) steering. See, e.g., 5/27/15 Tr. 6076 (Talley) ("[N]ot one of
these transactions ... is either negotiated in the shadow of a threat to steer away or negotiated
with an undertaking to steer away. It's in the opposite direction ... a promise to steer towards ...
as opposed to away from ....").

"'ee, e.g., Van Arman WDT at 14.

The existence and identification of such a limit was the point of Pandora's steering experiments.

Likewise, iHeart and Warner entered into their steering-based agreement because it was mutually advantageous.
By "advantageous," the Judges are noting the essence of the willing buyer/willing seller paradigm — that
sophisticated commercial buyers and sellers are presumed to act rationally in their self-interest when entering into
agreements that are not coercive.
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SoundExchange's argument is unpersuasive, for two reasons. First, the evidence shows
that Merlin members opted-in to the Pandora/Merlin Agreement specifically because they 'nticipatedthat Pandora might enter into steering agreements with other record companies,
including the Majors. In fact, SoundExchange's'wn witness testified that it was in his record
company's self-interest to act "defensive[ly]" to enter the Pandora/Merlin Agreement, in light of
the fact that Pandora might enter into "similarly structured deals" with other record companies,
4/28/15 Tr. 610-11 (Van Aidan); see 6/1/15 Tr, 6963 (Le'xto:h), These facts reflect the general
power of steering as a Qtreat in the marketplace,

The Judges also find unpersuasive the criticism by SoundExchange that there is no record
evidence of direct noninteractive agreements that were forged solely through a threat of steering.
The point of the steering argument is to demonstrate whatI would tratnspire in the hypothetical
effectively competitive market in which no statutory rate existed' not to d'emonstxate that a.

particular form of agreement is pervasive in the market with the extant statutory rate.'t is
imperative not to confuse the hypothetical mark:et with thtI: ac'tual re+lktedmcwket.'oreover,

the Judges find the economic op:inion expressed by Dr. Shapirc~equating
steering with price competition—to be correct. The ability of noninteractive services to,stet'.r
toward lower priced record:ing. (and, by necessi.ty therefore, away &om higher priced recordings)
is the essence ofprice competitioru YVith Pandora (and iHeart) having demonstrated the capacity
and willingness to steer in this manner, it would be economically irrational for the other record
companies (that had not agreed to steering) to maintaii!i their position ai!id iticui. losses. To
assume that record companies would ignore the "opporturiity cost" of steering away from their
repertoires would be a fi!mdamental economi.c mistake,. See 5/4/15 Tr. 1516-1'7(Lys)
(emphasizing that "opportunity costs are real costs"). !

One reason why steering Iis not yet more widespread in the market„as Dr. Shapiro noted, is that noninteractive
services have developed the steering technology only in the past few years since the Web IIIproceeding. Shapiro
WDT at 15 ("Pandora has now tested and proven its ability to modify its playlist-selecting algorithms to rely more or
less heavily on the music ofparticular record companies.") (emphasis added)! New that this technological genie is
out of the bottle, the Judges cannot nnnirnize its impact ht the hypothetical market.

By way of comparison, Dr. Rubinfeld's "r atio equality" benchmark royalty rate likewise does not "exist" in the
actual market. Rather, he derived that benchmark rate by: (1) looking at market data from direct licenses; and (2)
applying his economic expertise to express certain econo:mic opinions regarding the necessary equality of the
revenue-to-royalty ratio iin the interactive and noninteractive markets! (As noted infra, Dr. Rubinfeld's
"assumption" was revealed at the hearing to be premi.sed on a model that serves to limit its applicability.).! So! too!
the steering-based proposed royalty rate iIs based on a benchmark analysis that is tied to certain expert economic
opinions regarding market behavior. The Judges must weigh and apgly "!economic .. information presented by the
parties" as the bases for theh rate determinatiions,, 17 U.S.C. kj 114(f)(~2)(B), and thereforeithe inexpert opinions set
forth by the parties'conomists as to how the hypothetical market will perfortn are vital a'spects of the record to be
considered by the Judges. 1Vlore broadly., the Judges note that the ben.chmarkIing approach, while highly instructive,
is not the sole method for ascertaining the statutory rate — indeed, the statute does not require the Judges to utilize
the benchmark approach. Here, the threat of steering has been demonstrated by a combination ofbenchmarks,
experiments and expert economic theorizing using fundamental principles ofprofit maximization and opportunity
cost. This combination ofproofs and. arguments is actually more persuasive to the Judges than a mere benchmark
standing alone.
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Dr. Shapiro's point regarding the economic "threat" posed, now that steering is
technologically possible, can be made clear through a hypothetical example:

Assume a Licensee was paying a market price of $0.0020 and historically
("naturally") played 1,000,000 of its total number of songs &om Licensor A, thus
paying $2,000 to Licensor A.

~ Now, assume the Licensee and Licensor A enter into a "steering" deal, whereby
Licensee promises to play an additional 200,000 songs whose copyrights are owned
by Licensor A, representing a 20% increase over the historical ("natural") quantity of
1,000,000 noted above.

In exchange, Licensee demands, and Licensor agrees, that Licensor A will receive
less than $0.0020 per play, specifically, 10% less, i.e., only $0.0018.

Compare the two scenarios:

o Before steering, the money exchanged equaled $2,000.

~ After steering, the money exchanged is more, $2,160 (1,200,000 units x $0.0018).

That is clearly a benefit to Licensor A, who has made an additional $ 160 ($2160-$2000).

The corresponding benefit to Licensee arises from the fact that it can now — ex post
steering — play 1,200,000 songs at $0.0018 per song for a total cost of $2160. Ex ante steering,
Licensee would have been required to pay the old market price of $0.0020 per song to another
Licensor (call it Licensor B) for those 200,000 songs (which equals $400), plus the $0.0020
Licensee also paid to Licensor A ex ante steering for 1,000,000 songs (which equals $2,000), for
a sum of $2,400 for 1,200,000 songs. Thus, Licensee has saved $240 in costs ($2,400 — $2,160).
Since there is no "free lunch," who loses? The loser is Licensor B, who has lost the revenue
f'rom the foregone licensing of 200,000 songs.

How can Licensor B avoid this loss? By responding to this steering by competing on
price and lowering its own price to $0.0018.

How can Licensee obtain the lower price of $0.0018 without any actual steering? By
threatening to steer and thereby compelling Licensors A and B to compete for Licensee's
business by offering to accept a price of $0.0018. Moreover, ifLicensor B incurs the loss
described above in one contracting period, that loss serves as the "threat" necessary to avoid such
losses in the subsequent contracting periods by also entering into an appropriate steering
arrangement.

Will there be a "race to the bottom?" No. The so-called "bottom" will be marked by the
rate that equates: (1) an acceptable return to the Licensors given their costs (including
opportunity costs) and the differentiated values of their repertoires; and (2) an acceptable return
to the Licensee by steering as far as possible (but no further), as limited by the potential loss of
revenue if steering interferes with revenue as a consequence of an inferior mix of sound
recordings.
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ii. Is Steering in the Hypothetical Market Sufficient to Establish an
"Effectively Competitive" Rite?

The Judges conclude, based on the record evidence and expert testimony, that the
injection of steering into the hypothetical market piovides for the "effective competition" that the'aw

requires. Both Dr. Shapiro and Dr. Katz opined, and the Judges agree, that effective or
workable competition arises when licensees have the xteasbnablei (albeit still constramed) ability
to select sound recording inputs based upon price. I

The injection of steering into the hypothetical market~can occur~ in two ways, as it has in
this determination. First, as in the case of the PandorafMerlin Agreement (and the iHeait/Warner
Agreement discussed inPa), steering is incorporated by adopting a benchmark that expHcitly
includes steering. Second, a steering adjustment can be made to' benchmark rate that is net
otherwise effectively competitive. Such is the case with SoundExchange's interactive
benchmark, which needs a steering adjustment in order to eliminate the "complementary
oligopoly" effect discussed supra. The Judges note that adjustments to benchmark rates have
regularly been made in section 114 proceedings — and indeed are required to be made — in order
to allow the benchmark to correspond to the hypothetical market required by the statute. Here,
as concluded supra, the Judges have found as a majtterj of llawj that section 114 requires that they
set a rate which is effectively competitive. Thus, the steering adjustment is of a class with any~
other adjustments necessary to harmonize the benchmark'rate with the statutory requisites. See
8'eb II, 72 Fed. Reg. at 24092 (noting the Judges'uty "to determine if the benchmark 'greementsrequire any further adjustments based on any 'evidence ofd'ifferences between the
benchmark market and the target hypothetical market.".)..

It is important to emphasize the limited nature of this sort of effective competition. Price
competition through steering does not di»&nish the stand-alone monopoly value ofany one
sound recording. Further, effective competition through steerjng does not 'cled»irish the 6rm-
speci6c monopoly value of each Major's repertoire taken as a whole. Although Dr. Katz urged
the Judges to reduce the statutory rate to eb»i»te that market power as well, Katz %DT $ 43,
the Judges decline to do so. There is absolutely no record evidence to suggest that the market l

power that a Major enjoys individually by ownership of its collective repertoire is in any sense
the consequence of improper activity or that it is being used indiNidual@ by a Major to rli»i»sh
competition. That is, the Judges have no evidence before them to demonstrate that theMajors'ize

and individual market power is not the result of the ef6ciencies and economies of scale
and/or their superior operations. See generally, Harold Demsetz, IndustryStructure, Market
Rivalry, andPublic Policy, 16 J.L. Econ. 1, 3 (1973) ('oting 'that "shan econdmibs,"'n]ew i

ef6ciencies and "superior ability" can form a 'competitive basis acquiring:a measure of
monopoly power"). In the absence of evidence that the Majors'arket shares preclude effective 'ompetition,the Judges have no basis on this record to adjust rates lower to reflect that market,
concentration.

This holding must not be confused with the Judges'oldhng regarding the anticompetitive'ffectsof the complementary oligopoly that exists among'he Majors. Because the Majors could
utilize their combined market power to prevent price competition among them by virtue of their
complementary oligopoly power—as proven by the evidence of the pro-competitive efFects of
steering and the admissions ofUniversal and its agents discussed supra, section IV.B.3 — the
Judges must establish rates that reflect steering, in order to reflect an "effectively

competitive"'etermination
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market.'ndeed, even economists quite unwilling to assume that a given monopoly or
oligopoly structure is inefficient and anticompetitive bristle at the idea that supranormal pricing
arising &om a complementary oligopoly is reflective of a well-functioning competitive market.
See, e.g., Francesco Parisi and Ben DePoorter, The Marketfor Intellectual Property: The Case
ofComplementary Oligopoly in The Economics ofCopyrights: Developments in Research and
Analysis (W. Gordon and R. Watt eds. 2003) (noting the economic benefits of blanket licenses in
reducing the greater-than-monopoly pricing of complementary oligopolists); Mark Lemley and
Philip Weiser, Should Property or Liability Rules Govern Information? 85 Tex. L. Rev. 784,
786-87, 824 (2007) (comparing the "hold up" ("rent seeking") strategies of copyright owners
seeking supranormal complementary compensation and of the owner of a parcel of real property
that is complementary to multiple other parcels required for a large scale development, and
noting that a compulsory license with a royalty rate set by a regulatory authority (noting the CRB

by name) can "minimize the opportunity for rent-seeking behavior").

iii. Did Pandora Test Steering Under "Real World" Conditions?

The Judges do not agree with SoundExchange's criticism that the impact of steering is
uncertain because listeners were unaware that such steering was being undertaken. The Judges
reach this conclusion for three reasons.

First, there is no evidence that Pandora, or any noninteractive service, obtains and retains
listeners by describing in any detail the technical methodology it uses to select songs. The
purpose of a streaming service is to provide songs to listeners — if they enjoy the music they will
be satisfied, if they do not enjoy the music they will be unsatisfied, to the commercial detriment
of the service. While it is true that Pandora promotes its service as playing only the music the
listener wants to hear, the proof of the pudding — so to speak — is in the listening — not in the
puffery used in advertising.

Second, it is clear that Pandora has not taken any steps to conceal that it has engaged in
such steering or that it intends to do so going forward. In the present proceeding, the parties had
the ability — which they exercised with regularity — to enter into closed session to avoid public
disclosure of commercial information they intended to maintain as confidential. However, at no
time did Pandora attempt to close the proceedings to prevent the public &om learning of the
introduction of steering into its music delivery model. The Judges note that no competing
service has advertised against Pandora or iHeart, attacking its use of steering. 5/19/15 Tr. 4775-
76 (Shapiro). Thus, the evidence is not sufficient to indicate that Pandora would suffer an
economic loss merely &om listener awareness that Pandora engages in steering.

The Judges'indings on this issue are not only consonant with the expert opinions ofDrs. Shapiro and I&atz, but
are also consistent with the expert economic testimony of SoundExchange's own witness in 8'eb III, Dr. Ordover.
See Web IIIRemand at 23114 (summarizing Dr. Ordover's testimony as concluding that "if the repertoires of all
[Majors] were each required by webcasters (i.e., if the repertoires were necessary complements) ... each [Major]
would have an incentive to charge a monopoly price to maximize its profits ... constitut[ing] higher monopoly costs
... paid by webcasters to each of the [Majors].") (emphasis added). The Judges in this determination adopt this
economic reasoning and will not allow such complementary oligopoly power to be incorporated into the statutory
rate.
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Third, although the extent of the steering maylbe economicallyi significant to the
licensors and licensees, the extent of steering at issue in this proceeding may have little'oticeableimpact on listeners. For example, consider the result if, hypothetically, a
noninteractive service were to steer away &om Major A (which had a pre-steering natural
(historic) play rate of40% on that service) by 12.5 %.

Ex ante steering, the copyright on 4 in every 10 songs played on that noninteractive~
service was owned by Major A. Steering away f'mm Major A by 12.5'Zo would reduce Major A's ~

play rate by 5 percentage points (12.5% of40% is 5 percentage points), Thus, expost steering&
Major A's songs would constitute 35% of the plays on this nonintertactive service instead of40%
of the plays.

Consider a consumer who listened to this noninteractlve service for a period of time
sufficient to hear 20 songs.

Ex ante steering, the consumer would have heard 8 songs fromm Major A''s repertoire
(40% x 20 songs = 8 songs).

Expost steering, the consumer would have heard 7 songs f'rom Major A's repertoire
(35% x 20 songs = 7 songs).

The one replacement song &om another record company's repertoire would not be a
random song, but rather would be the song the algorithm or tastemaker selected after
disqualifying the eighth song Rom Major A.'he islsue thOs iS whetber Such a change in song
delivery would rlirrtirtish listenership to a noninteractive service to a point that would be
economically harmM to the service, thus dissuading the service f'rom steering. In fact, Pandora
presented evidence regarding this issue, to which the Judges now tarn.'v.

What is the Impact of Pandora'jt SteeHng un'dex'he Pandora/Merlin
Agreement and in Pandora's Steering Experiments?

Pandora's steering under the Pandoramerlin Agreement, whioh guarantees a~% leeel
of steering, has not resulted in any negative feedback or othei deleterious consequence for
Pandora. Likewise, the series of steering experimentsl co6dubted b) Panddra mdicated that
Pandora could steer away Rom or toward a Major's repertoire by a change of+/- 15% withbut ~

causing a statistically significant change in listening behavior. McBride WDT $ 21.

Importantly, Soundaxchange levels no criticisms at Pandora's steering experiments'aVe'o
make the point, rejected above, that the experiments did not reflect "real world" conditions.

' In his oral testimony, Dr. Shapiro utilized another example, assuming a 15% steering "boost" to a Major with a
prior "natural" performance rate of20%. According to Dr. Shapiro, such a steering change would have "almost no
perceptible impact on the listening experience, as it would entail a change in "one [song] out of 30" or "one song
every couple hours." 5/19/15 Tr. 4630-35 (Shapiro) (and also explaining that steering need not result in a change
with regard to the seeded song or artist, but rather would affect only subsequent songs played on the listener's
station).
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See SX RPFF Q 780-784 (and record citations therein).'he Judges likewise fail to identify
any problems with regard to Pandora's steering experiments. Thus, the evidence is undisputed
that Pandora can steer at least+/- 15% of its music toward or away Rom the Majors without a
negative impact on

listenership.'.

Is the Value of Steering Available Under the Statutory License?

Soundaxchange argues that any benefits Rom steering must be treated like any other
consideration in a direct license that is not authorized under the Act. That is, Soundaxchange
asserts that steering must be independently valued, and the separate value must be added to the
statutory rate. The Judges

disagree.'teering,

as Dr. Shapiro emphasized, is simply an example ofprice competition at work.
Further, section 114(f)(2)(B) of the Act and prior decisional law require that the commercial rate
reflect an "effectively competitive" market. Therefore, the value of steering is a component of
the statutory license — not extraneous to it — and should not be excluded through an adjustment
process or otherwise &om the rate ultimately set by theJudges.'his

is a curious criticism ofan economic experiment. By its very nature, an economic experiment, or an
economic model, is intentionally not designed to replicate real world conditions, but rather to isolate certain
conditions of the real world for testing and to hold the other conditions constant. The particular condition that
SoundExchange claims the steering experiments held constant — listener knowledge of steering in the algorithm—
seems wholly beside the point to the Judges. To state the obvious, consumers listen to noninteractive services
because of the quality of the music, not because of their interest in what goes into the algorithmic "black box." If
the music is ofpoor quality, then listeners will vote with their feet — or, more correctly, — with their ears.

~ 'ts steering of sound reccrditms
However, iHeart

"« '~- " innmterachve cuctnm t«:tenerstiat

ent allows for a v rv limited aiid cnnr itinnel

h'eePAN hx si) r icitvlanr (Z)(c)..however,tiereisnoevicenceintierecorc to
suggest t iat suc i a aztec and conditional would he exercised and, if so, how often. There is
also no evidence in the record to demonstrate the extent to this would impact the effective rate
under the Pandora/Merlin Agreement. Therefore, this contractual sateguard does not constitute a basis to adjust the
Pandora/Merlin benchmark.
'" SoundExchange attempts to impeach Dr. Shapiro on this point by seeking to use his rebuttal testimony against
him. See SX PFF $ 705 ("[Dr.] Shapiro also acknowledged that steering commitments have value. In response to
[Dr.] Rubinfeld's statement that "a direct license containing a binding steering commitment is unsuitable as a
benchmark unless some adjustment is made to reflect the value of the commitment to the record company," [Dr.]
Shapiro agreed with [Dr.] Rubinfeld that "some adjustment is appropriate." Shapiro WRT at 41. However,
SoundExchange omitted the remainder ofDr. Shapiro's testimony, which omission seriously distorts his opinion:
Without the omission, Dr. Shapiro's full testimony on this point states: "[Dr.] Rubinfeld takes the position that a
direct license containing a binding steering commitment is unsuitable as a benchmark unless some adjustment is
made to reflect the value of the commitment to the record company. I agree that some adjustment is appropriate, but
only to the extent that the steering commitment exceeds the amount ofsteering that the webcaster would engage in

just based onprice differences. Id. (emphasis in original).

Determination ofRates snd Terms
2016-2020 (Web IV) - 123



b. Does the PandoraMerlin Agreement ContainNon-Statutory Value that either
(i) Disqualifies the. Pandora/Merlin Agreement as ~a Benchmark; or (ii) 'iminishesthe Value of Steering in the Pandora/Merlin Agreement?

i. The Potentilal Presence of Non-Statutory Value does not disqualify the
Pandora/Merlin Agreement as sl Benchmark

SoundExchange and Pandora cboth note that several additjonal elements ofpotent/ial devalue i

are present in the Pandora/Merlin.Agreement. Dr. Shapiro, on behalf of Pandora's direct case,
went through each item ofaddiitional consideration and extplained. why he either adjusted his
benchmark value higher (as, in the case of certain advertising consideration) or declined to adjust
the benchmark for other elements ofpotential value.

The Judges do not find that the mere presence of other items ofpotential value serves to
disqualify the Pandora/Merlin.Agreement as a suitable benchmark. Benchrnarks may be
imperfect in the sense that they inclucle features that are ill-suited for adoption in the statutory
rate. To reject a proposed benchmark for that reason alone would be — to put it colloquially' 'hrowingout the baby with the bathwater. Because there ts n'o singl'e undifferentiated market for
the statutory service, benchmarks must be borrowed &om other markets or sub-markets and will
always be imperfect to some degree and either in need of adjustment or limited in their 'pplicability.But to ignore a benchmark for that reason alone would be an inapproptiate
indictment of the benchmarking process itself.

Further, Dr. Shapiro testified that he found these elements of additional considerstio'n to
either: (1) provide joint value to Pandora as well as Merlin members; (2) be unlikely to be
achieved; or (3) be already incorporated iinto his valuation. There was no suffi.cient rebuttal by
SoundExchange witnesses to these points. As the Judges explain inPa in their discussion of the
same issue in connection with the iHeart/%'amer Agreement, an important general consideration
relating to this issue is the absence of evidence of value &om a party with regard to such~

additional terms, when that party has the incentive {as well as the means) to provide the Judges
with such evidence.

Additionally, SoundlExchange's assertion that the additional items created sufficient
value to offset the lower rate in the Pandora/Merlin Agreement strikes the Judges as
economically irrational. If the supposed additional value of the non-steering items in the
Pandora/Merlin Agreement equals the difference between the non-steered rates and the lower
steered rates, then what is the point of the parties incurring the transaction costs associated with
negotiating such a deal? Why would Pandora conuTtit to incur significant expenses to begin to
set up an in&astructTue necesscuy to perform. the steering function?

ii. The Evidence does not Support a Lessenin'g in the U'sefulness of the 'andora/1VlerhnAgreement as sl Benchmark fok th'e Rates Indies Would
Pay in the Hypothetical Market be~yon'd the Adj'ustQehts Made ~by!Dr.~

Shapiro

In rebuttal to Dr. Shapiro's item-by-item consideration of the potential additional items ~of ~

value in the Pandoralerlin Agreement, Sortnd Exchange did not introduce expert testimony to
establish alternative values. Rather, SoundExchange relied on the narrative testimony of
industry witnesses Glen Barros, Darius van Arman and Simon Wheeler to support the positi.on
that these other items had some uri,quantifiea! value to the Merlin members. Although such after-
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the-fact assertions can carry some weight, the Judges find such testimony to be inconsistent with
Merlin's conduct during the negotiations.

More particularly, although Merlin has the ability to negotiate and evaluate agreements in
a sophisticated manner, it failed to value these additional elements of consideration. See, e.g.,
5/1/15 Tr. 125-52 (Simon Wheeler) (Merlin, is "just as capable ofunderstanding the complexity
of the rights and licenses at issue in digital streaming as major record labels."); 5/28/15 Tr. 6513
(Barros) (agreeing that independent label "Concord's assessment of the value it receives &om
licensing its repertoire is just as sophisticated as any other label."); 6/1/15 Tr. 6924-25 (Lexton)
("Merlin brings expertise to bear on its negotiations with digital music services."). If the extra-
statutory items were ofparticular and essential value to Merlin, the Judges would have expected
to be presented with evidence as to how Merlin valued these several items. However, as noted,
no such evidence was

presented.'dditionally,

one Merlin member presented as a witness by SoundExchange, Glen
Barros, President and C.E.O. of Concord Record Group, testified that "in all likelihood" he
would have opted-in to the Pandora/Merlin Agreement even ifthese other elements ofvalue had
not been included in that agreement. 5/28/15 Tr. 6537-39 (Barros) (emphasisadded).'lthough

Mr. Barros represents only one Indie, SoundExchange selected him as a
representative of the Indies'osition regarding the value of the Pandora/Merlin Agreement.
Clearly, Soundgachange could not present the testimony of more than~ opting in Merlin
members, and the Judges therefore find the testimony against interest by this Merlin member
selected by SoundExchange to be particularly probative.

Additionally, a May 15, 2014 internal e-mail written by Mr. Lexton appeared to the
Judges to reference Merlin's strategy to attempt to obfuscate the usefulness of the
Pandora/Merlin Agreement as a benchmark in this proceeding:

In fact, with regard to one of the unquantified items of alleged value — the provisio
contemporaneous correspondence among Merlin members and personnel discounte any value in th

in the Pand

' SoundExchange asserts that Mr. Barros'ubsequent testimony that he found the ability for his record company to
receive royalties on pre-1972 royalties to be a "gating" issue and that such testimony undercut the testimony quoted
in the text, supra. The Judges find Mr. Barros'estimony as cited in the text, supra, to be credible, and they find
that his subsequent attempt to qualify that testimony to be lacking in credibility.
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SX Ex. 102. Thus, it appears to the Judges that Merlin's negotiation of'additional terms was
intended (at least in part) "to facili.taters the very argument SoundExchange now asserts through
Mr. Lexton's testimony regarding the pujrported significance of the unvalued additional terms.

In a subsequent e-mail to E'andora dated June 3, 2014s Mr. Lexton made Merlin's position
in this regard even more explicit, by asking Pandora to include the following proposed language
in the final agreement:

PAN Ex. 5116 at SNDEX0315243. That request was rejected by Pandora and. the requested
language was never:included iii the final Pandora/Merlin Agreement. Id. Nonetheless, Merlin
proceeded to enter into the Pandora/Merlin Agreement, anticipating that it would be used by
Pandora as evidence in this proceeding. See, e.p., 6/1/15 Tr. 6962, 6966 (Lexton); id. at 7095
(Wheeler); SX Ex. 102 at 3 (5/14/15/14 email among Merlin executive. ); PAN Ex. 5117 at
SNDEX0437582 (6/'9/14 internal email &om Mr. Lexton),

The foregoing emails aud testiimony, combined. with Merlin's and SoundExchange's
failure to separately value the other elements of consideration either dujring negotiation or during
the proceeding, strongly indicate to the Judges that Merlin found the value in the
Pandora/Merlin Agreement to lie in the steeiing — that is, the trade-off ofmore plays at a lower
rate for more total revenue.

In sum, if there was any adlditi.onal value to Merlin from the other items sufficient to
reduce the overall value of steering as adopted for a statutory license, the record evidence fails to
provide a basis for such an adjustment. For these reasons, the Judges decline to increase the
Pandora/Merlin benchmark to reflect any extra-statutory con. ideration that was not already'ccountedfor by Dr. Shapiro.

b. Is Merlin Sufficiently Representative of a Segment of the Sound. Recording

Market?'he

Judges rejec t SoundExchange's argument that Merlin is not sufficiently
representative of the independent sector of the sound recording industry. The Judges rely on
several facts in reaclung this conclusion.

First, the Judges note that betweenIgI and Merlin memlper~, out of
approximately~g totai memb:rs opted-in to th) eri gr)emeute Thus, it is accurate to
state that the evidence re~arding the E'andora/Merlin Agreement relates, — to use Dr. Talley's
term — to~ to le+"dyads" between licensItrs ImtI a tIceItsett. The Judges fmd this
quantity of contracts to be significant and probative with regard to: (1) steering rates that Indies
would accept; and (2') the principle that steeiing can be utiilized as means ofprice competition in
the noninteractive market.

In addition, t'e Judges do not find persuasive SoundExchange's argument that a majority
of Merlin members who opted-in to the E'andora/Merlin Agreement did so through their
agreements with aggregators and/or distributors. These opting-in members delegated the

Determination of Rates and Terms
2016-2020 (Web Di') - 126



decision whether to opt-in to these distributors and aggregators and there was certainly no
evidence or testimony to suggest that these arrangements were coerced or that any Merlin
members who opted-in through this process disagreed with the decision. Thus, the decision by
Merlin members to delegate the decision whether to opt-in to its agents is a component of the
business model these Merlin members chose to follow. The Judges cannot criticize the decision
of these Merlin members, and by extension, call into question their intention to be bound by the
Pandora/Merlin Agreement, merely because they have arranged their licensing affairs in this
manner. By way of analogy, just as SoundExchange's criticism ofPandora's business model is
not relevant to the setting of rates in this proceeding, the Judges do not find relevant the business
judgments of Merlin members to utilize aggregators and/or distributors as their agents in this
regard.

Relatedly, the Judges find that the fact that Merlin negotiated collectively on behalf of its
members does not diminish the value of Merlin as a party capable of entering into an agreement
that is otherwise an appropriate benchmark. Merlin members utilize the collective capacities of
Merlin in order to transact licensing business in a more efficient manner, as described by a
Merlin's testifying executive, Mr. Lexton:

Merlin's purpose is to allow independent record companies to benefit from direct
deals negotiated by Merlin on a collective basis. As such Merlin is a one stop
shop for recorded music rights licensing. It represents recorded music rights
owned and/or controlled by independent record labels and distributors who are
eligible and choose to join Merlin.... Merlin's core remit is to represent its
members in negotiating licenses with digital music services in the hope of
overcoming market fragmentation issues that have historically challenged the
independent music sector particularly in the digital domain.

Lexton WRT $i 11-12 . Indeed Merlin apparently is sufficiently successful in this endeavor
that one of the Majors, has characterized Merlin as the "fifth Major." PAN Ex. 5349
at 9~ approvingly noting to~ that Merlin publicly presents itself as a "fifth
major").

Further, the Judges reject SoundExchange's assertion that Merlin as a collective had
different incentives than its members that somehow diminish the value of the Pandora/Merlin
Agreement as a benchmark. These incentives included financial and status benefits to Merlin if
its members opted-in, which were distinct f'rom whatever benefits individual members might
obtain by opting in to the Pandora/Merlin Agreement. The Judges understand this criticism to be
based upon the classic principal-agency problem, in which the interests of the principals (Merlin
members) may not be fully aligned with the interests of the agent (Merlin). However, this is a
common problem when principals delegate functions to agents. Unless the evidence
demonstrates that the agent (Merlin) has engaged in a breach of duty toward its principals
(Merlin members), the lack of a complete alignment of interests does not invalidate the

' At the time, there were four Majors, Universal, Sony, Warner, and EMI.
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benchmark status of the agreement entered into by Ithe Ipritxcilttal. I Inlet, because thi's is'the
principal-agent arrangement that the Merlin members voluntarily created -; including whatever
misalignments in incentives might theoretically exist -'t is especially representative of a
marketplace transaction. The fact that appmximately I+% ofMerlin's members
opted-in to the Pandora/Merlin Agreement is compelling evidence that the Merliri members
found the terms of the agreement bene6cial to them, notwithstanding any alleged'separate
bene6ts to Merlin as a collective organization.

The Judges also reject the criticism that Merlin has not uniformly represented its
members because Pandora has used its editorial discretiori to ~exclude (as of the time of the i

hearing) Rom its playlist sound recordings owned by some of the opting-in Merlin xnembers.
There is no allegation that Pandora promised to make all sound recordings available on its'ervice,and therefore each Merlin member accepted the risk that Pandora, in its editorial
judgment, might not include some or all of its sound recordings.

Finally, the Judges do not 5nd merit in SoundBxchange's argument that Merlin is not a
sufhcient representative of Indies in the marketplace. SoundBxcharige did not produce any
witnesses Rom Indies who were not members ofMerlin to testify to this effect. Rather,
SoundBxchange produced witnesses whose Indie record wmpankes diCh opt-in'to the 'andora/MerlinAgreement. Given Merlin's capacity to negotiate and its well-regarded industry
status, the fact that non-Merlin Indies are not covered by the Pandora/Merlin Agreement, in the
absence ofother evidence, is not suf6cient to call into question the usefulness of this benchmark.'.

Did Pandora Have Substantial Maxtket Pdwei that is reflected ia Lower
Effective Rates in the Pandora/Mhrliix Algrelemienti?

The Judges reject SoundBxchange's assertion tlxatlPaxIxdoixx i(ad higni6 ant markt!t power
that caused the effective rates in the Pandora/Merlin Agreement to be lower than effectively
competitive rates. Initially, the Judges note that this assertion is not supported by any empirical
market data, analysis, or comparison with other negotiated comparable interactive rates.

More importantly, the issue ofPandora's "market power," vel non, was anticipated and
I

addressed by Pandora's economic expert, Dr. Shapiro, who explained:

Pandora is the largest noninteractive webcaster. I have considered speci6cally
whether Pandora had undue market power in its negotia6ons with Merlin. In the
language of antitrust economists, I have corisid'ered whether Paridora has 'onopsonypower over Merlin. Pandora's shaxe of listening among nouinteractive I

webcasters is not the key variable for deterrniTiiTig whether or not Pandora has
monopsony power over Merlin. Rather, the'correct variable upon which to focus
is the share of the Merlin Labels'evenues that comes &om Pandora. If a very
large share of the Merlin Labels'evenues came &om any single music user, then
that music user could well have monopsony power over Merlin. But this is
demonstrably not the case for Pandora. The Merlin Labels generate revenues &om
many different users of their sound recordirigs,~ including~ other moninteractive
webcasters, interactive services, and 6om the sale ofphysical albums and digital
downloads. In fact, I estimate, based on data for the recorded music industry
overall, that Pandora accountedfor roughly 5percent ofithei revenues received by
the Merlin Labels in 2013for the licensing oftheir music'n the'United States.

Determination ofRates and Terms
2016-2020 (Web IV) - 128



Thus, Pandora 's share ofthe Merlin Labels 'evenues isfar short ofthe level that
would be necessaryfor Pandora to have undue marketpower in its negotiations
with Merlin.

Shapiro WDT, at 24-25 (emphasis added). The Judges fmd this explanation sufFicient to
contradict the assertion that Pandora exercised undue market power in negotiating the terms of
the Pandora/Merlin Agreement.

There is an additional and separately sufFicient reason why SoundExchange's claim of
Pandora's monopsony power cannot be adopted. The assertion that Pandora exercised market
power in these negotiations ignores the fact that Merlin did not have to accept any ofPandora'
terms — Merlin and its members could have fallen back on the Pureplay statutory settlement rates
rather than accede to any demand by Pandora. That is, by this particular assertion,
SoundExchange is assuming arguendo that the efFective Pandora/Merlin rates are below an
appropriate market rate because ofPandora's market power.'ut why would Merlin and its
members voluntarily enter into an agreement to accept rates lower than the statutory alternative
and lower than what would exist in a competitive market?

Therefore, the Judges reject the assertion that Pandora exercised undue market power in
negotiating the effective rates contained in the Pandora/Merlin Agreement.

d. Was the Pandora/Merlin Agreement Merely "Experimental?"

Two of SoundExchange's witnesses characterized the Pandora/Merlin Agreement as an
"experiment," as distinguished Rom an actual marketplace agreement. The Judges reject this
attempt to characterize this real agreement, involving the exchange ofactual consideration, as an
"experiment."

An economic experiment is undertaken under controlled laboratory conditions, as
distinguished from market transactions that take place in the real world. See Guillaume R.
Frechette and Andrew Schotter, Handbook ofExperimental Economic Methodology 21 (2015) (
('"'[T]o run an experiment ... experimenters are ofnecessity engaged in market design in the
laboratory.") (emphasis added). Quite clearly, the Pandora/Merlin Agreement was not and is not
an "economic experiment."

SoundExchange's witnesses may have used the word "experiment" to suggest a tentative
or impermanent relationship between Pandora and Merlin. If so, that criticism proves too much,
as all benchmark agreements — indeed virtually all agreements — could be characterized as
"experiments," in that they have stated durations, and the parties are free to vary the terms of
their economic relationship after the so-called "experiment" has expired. In this sense, the word
"experiment" is misused to cast a wide disqualifying net on all benchmark agreements.

SoundExchange is thus assuming here that, under section 114(f)(2)(B), a benchmark rate must reflect an adequate
level ofcompetition.
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e. Has Pandora's Performance undeii the Pandora/Merlin Agreement
Compromised the Usefulness of that Benchmark?'ven

assuming that the Pandora/Merlin Agreement is, in principle,. a useful benchmark,
SoundExchange asks the Judges to look to Pandora's alleged poor performance of its obligations',
under the Pandora/Merlin Agreement. As detailed supra, SoundExchatige alleges that Pandora
has failed to perform certain contract obligations (such as. e.g.,

i au.d ~t ihe icost of
performance is daunting for Pandora, which combine to cireate what onie night calli "hell'er's
remorse" among Merlin participants with regard to the licensing of rights under the
Pandora/Merlin Agreement.

Pandora does not dispute that it had not (as of the hearing date) been able to implement
all the bene6ts promised in the Pandora/Merlin Agreement. However, 'the Judges note that
SoundExchange did not produce any correspondence Rom Merlin or its members complain/
about the failure ofPandora to perform, or any threat to terminate the agreement or sue Pandora
for nonperformance. Rather, the evidence suggests that Merlin recognized that the structuring of
performance needed to be an ongoing and collaborative effort. As Pandora's ChiefFinancial
Of6cer, Mr. Herring, testified:

5/18/15 Tr. 4318 (Herrmg); see also PAN Ex. 5014 (Pandora/Merlin A&meement. "Feature I

Im ~lementation Timeline"), Exhibit C thereto (

" A general issue ofproofarose in this proceeding as to whether a b'enchmark's value can be measured by the
parties'erformance under a proposed benchmark agreement, in addition to the parties'xpectations ofvalueI when
the benchmark was created. This issue arose in a different context, regarding whether iHeart's "incremental" rate
analysis of its iHeart/Warner Agreement benchmark should be analyzed by reference'only to theparties'xpectationsat the time ofcontractmg, or whether the Judged shduld ~alsd corisider the paities~ perforinance under
the iHeart/Warner Agreement. As discussed in detail infra, the Judges have «ejected iHeart's~"incremental" rate
analysis, thereby mooting the issue ofwhether the parties'erformance under that agreement affected the so-called
"incremental" rate. With regard to the Pandora/Merlin Agreement, Soundsxchange argues that Pandora'
performance under the Pandora/Merlin Agreement indicates that the agreement is not usable as abenchmark.'ecause

— as explained in the text, infra — the Judges find that Pandora's performance does not cause them to |reject
the Pandora/Merlin Agreement as a usable benchmark, the question ofwhether evidence ofperformmice is genera/ly'ppropriateto consider when setting rates need not be decided b) thd Jud)es in tHis dbterhknltiod.
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(emphasis added). SoundExchan e did not produce evidence to call into question Pandora'
performance under this clause.

More importantly, the evidence indicates that Pandora has performed its core obligation
under the Pandora/Merlin Agreement; the increase in spins of Merlin recordings, in the
aggregate, by at least ~a/s, above their collective "natural" rate. In fact the evidence shows
that Pandora is overspinning Merlin member recordings collectively by Is/s. On the individual
Merlin label level, the results have been uneven — some Merlin labels have been overspun by I-
I'/s of their natural rate, see 5/18/15 Tr. 4229-30, 4291-4293 (Herring); SX Ex. 2310 (showing
hundreds of Merlin Labels with rates ofoversp inning exceeding I'/o) — but other Merlin Labels
are spinning at less than a  % increase their above their prior levels. SX Ex. 1748 at 2; SX
Ex. 2310.

However, the only s ecific romise by Pandora of increased spins in the Pandora/Merlin
Agreement was its promise to increase Merlin spina collectively by ~s/s, and it
a ears undisputed that Pandora has performed this obligation and, in fact, has far exceeded the

'/0 minimum. With regard to the underspinning of individual Merlin Labels Pandora
represented in the Pandora/Merlin Agreement only to to
increase spina by at least ~s/s above the natural rate. Thus, the individual members objectively
cannot complain about the level of overs innin at an oint in time, unless they can also claim
that Pandora had not been As noted above, SoundExchange
did not produce any evidence suggesting that any individual members had lodged such a
complaint.

With regard to SoundExchange's claim that Pandora has incurred substantial unexpected
capital costs in implementing a steering system, Mr. Herring testified that these investments,
although motivated in the short-term and in part by the Merlin Agreement, in fact laid the
groundwork for Merlin to implement steering more broadly across the non-interactive
webcasting market. 5/18/15 Tr. 4313-4317 (Herring) ("some of these costs are fixed costs to be
amortized over time with the anticipation of being applied to other direct licenses with other
record companies, and expensed at the time that the costs are incurred, and therefore "spread
over those deals."). Thus, the existence of these costs does not establish any fact to contradict
the Judges'inding that the Pandora/Merlin Agreement is a useful benchmark. In fact, Pandora'
commitment to incur substantial build-out costs to create the steering architecture underscores
that this agreement (and the iHeart/Warner Agreement) represents the cutting-edge of a
technological advance that can ameliorate the anticompetitive effects of a complentary
oligopoly.

' Labels owned by Beggars Group (whose officer, Simon Wheeler claimed the Pandora/Merlin Agreement was a
'lure) — including XL Recordings, Matador and Nation Records — are being overspun on Pandora by as much as
'/0. SX Ex. 2310.
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f. Do the Steering Experiments and the Pandora'a/Merlin Agreement Demonstrate ~

the R.ate to Which a Maljor Would Agree?

The Judges find thi. SoundExchange criiticism to be meritor]ious. These steering
experiments reflect only a quantity adjustment that could be attempted with regard to the Majors,
not a rate adjustment ariising &om steeririg to or &om a Major. Ely contrast, the Pandora/Merlin
Agreement does reflect the impact of steering on negotiated rates (as does the iHeart/Warner
Agreement). Thus, while t]he Judges find the steering experiments to be probative of the general ~

principle that steering can be effected. to some extent without a negative impact o:n listenership„
the Judges do not accept that tliis constitutes: direct~ evi~dence sufficientl probative of the rates
that would result &om steeiing writ large in the marketplace.'oreover,

Pandora" s own witness testified in a, manner that contradicts Pandora's attempt
to bootstrap the Pandora/Merlin rates onto the Majors. Mr. I-:ferring,, Pandora's C.F.O., testified
that Pandora would have to offer a higher steering-'bas'ed rate'o a Major th'an Pandora obtained
in the Pandora/Merlin Agreement, 5/18/15 Tr. 4253 (Herring). The Judges have noted
previously that the majors'epertoires must be distinguished &om those of'the Indies. See
SDARS II, 78 Fed. Reg. at 23063 (the majors are distinguishable'om the Indies "by virtue of the
depth and breadth of'their music catalogues [whichj nial uli a dritical portion of the sound
recording

market.").'52

The use ofbenchmarlcing sevres to tie the quantity aspect of steering to its impact on rates, anal the absence of a
relevant Majors'enchmark in F'andora 's evidence prevents the (Judges ftom~ determining a steered price for MajOrs'romthat evidence. Although Dr. Shapiro asserts that the steering experiments demonstrate that the Majors should
receiv as the Indies in a market with steering, that ~opiriion ~is contradicted by the higher rate set forth
in the ~~which also contains a signif].can) steering component. Dr. Shapiro attempts to
explain e i er ~~~ rate as a fuiaction of a so-c@led~ "fo)al goin(" "ichor" 'or "uiagnet" effect created
by the extant applica e,stafiitoiy rate, that allegedly raises the negotiated rate toward (yet still below) the statutory
rate. However, although this theoretical effect is discussed in the econorruc literature., Dr. Shapiro acknowledged
that it is not an "ironclad." econo:mic law,, ancl there is scant evidence in this proceeding why such a potential "focal
point" or "magnet" effect would cause unconstrained. licensors to eschew a lower market rate that would prod]ice
greater revenue.
" Dr. Shapiro opines that the Majors'dvantage in the hypothetical market would be reflected economically solely
through the greater number ofnoninteractive plays, rather than also in a higher per-play rate See, e.g., 5/20/15 Ti'.
5058 (Shapiro) (testifying that the larger repertoires of the Majors "does not incan" that the Majors deserve a
"greater value per-performance."); 5/19/15 Tr. 4730 (Shapiro) (rejecting use ofmarket share alone in determining
"value per spin"). However, Dr. Shapiro ignores the fact that thete iN app'iarently a greatet per'-song value o~all for
songs in the Majors'epigoire, as evidenced by Pandora's o~ g — shpwuig tl~at flic Majors account for N% of
"top 5% weekly spins," )g% of the "~ 10% weekly spnis,"~and~ g ofilhe j'top 20ro weekly spins" — despite the
fact that the Majors account for only g'/0 of the total spins oia Pan ora. Compare SX Ex. 269 at '74 with SX Ex. i

269 at 73. These "top spin" figures are indicative of the "must have"~ aspect of the Majors'epertoire (leaving aside
the anticompetifive complementary nature of theiir combined repertoires). Indeed, the: record suggests to the Judges
that the popularity of the Majors'pins is the reason why stec:ring aw'ay &om'their rel')ertciires'annot be pursued
beyond a certain level, and why Dr. Shapiro canciidly decline'd to reject the id'ea that the Majors'epeitoires were
"must haves" even though noninferactive services could steet away ftom ~them to ~an extent. 1~'o use an imperfect yet
helpful analogy: A regular restaurant diner might prefer steak to ~chicken], to the extent that she orders steak 7'out'of'very10 meals at the restaurant. Thi.s greater deinand for steak versus chicken can result in both: (1) more revenue
to the restaurant for each steak dinner compared with. each chicken dinner; and (2) more total revenue attributable'o ~

the greater number of steak dinners arising from the patron's more frequent visits to the restaurant to eat steak. In
more formal economic terms, the typical listener (or the restaurant patron) gets more "'utility" froin the
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Therefore, the Judges consider the rate established by the Pandora/Merlin Agreement to
establish only one guidepost (i.e., a relevant financial point of reference) to a statutory rate. The
Judges are informed as to the limited weight of this rate in the ultimate statutory rate they shall
set, by the fact that Indie sound recordings reflect approximately I% of the sound recordings
played on Pandora, SX Ex, 269 at 73.

g. Can the Majors Avoid Steering in the Hypothetical Market?

SoundExchange argues that any attempt by a noninteractive service to impose steering on
the record companies would be rebuffed by the Majors. In particular, SoundExchange argues
that the record companies would respond to a steering threat by: (1) withholding their entire
repertoires; (2) imposing Anti-Steering or "Most Favored Nation" contract clauses; and/or (3)
requiring up-&ont lump sum royalty payments from the noninteractive services.

i. Withholding the Entire Repertoire

A Major could respond to a threat of steering by threatening to withhold its entire
repertoire from that noninteractive service. There appears to be a consensus that the repertoire of
each of the three Majors is a "must have" in order for a noninteractive service to be viable. See
5/18/15 Tr. 4254 (Herring) (admitting that without the repertoire of a Major, it would be a much
different service); 5/18/15 Tr. 4472 (Shapiro) (declining to state the majors are not "must haves"
for noninteractive services); see also SX Ex. 269 at 74 (noting the disproportionate share of top
spins from the Majors'epertoires).

However, the ability of the Majors to utilize such a boycott to defeat steering would be a
function of their complementary market power. Simply put, demands by the Majors to prevent
steering by insisting that a noninteractive service not deviate from an historical ("natural")
division of market shares would be a classic example of anticompetitive conduct. See, e.g., Blue
Cross df: Blue Shield United ofwisconsin v. Marshfield clinic, 65 F.3d 1406, 1415 (7'ir. 1995)
(Posner, J.) (It would be a strange interpretation of antitrust law that forbade competitors to agree
on what price to charge, thus eliminating price competition among them, but allowed them to
divide markets, thus eliminating all competition amongthem.").'hile

the Majors'ndividual market power is not in itselfnecessarily improper, the
hypothetical exercise of that power in this manner in the noninteractive market would be
antithetical to the "effective competition" requirement inherent in the section 114(f)(2)(B)
standard. That is, each Major may well be entitled by its firm-specific market power to higher
rates than the Indies, but the Majors cannot bootstrap that power into a further capacity to reap

songs (or from the steak) each time one is "consumed," and also consumes those songs (and steaks) more often. The
seller can benefit from both the greater "utility" and the frequency of purchases.

The Judges emphasize that their analysis in the text, supra, is not intended to suggest any antitrust violations by
any actor in the interactive or noninteractive market. The Judges'oncern under section 114(f)(2)(B) is to set rates
that reflect a hypothetical market that is effectively competitive. If the hypothetical market posited by one of the
parties to this action would result in rates that were not effectively competitive, then such a hypothetical market
must be rejected — even if it would be the result of tacit or other conduct that might not rise to the level of a violation
of the antitrust laws.
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the benefits of a complementary oligopolist by brandishing such power as a sword against
steering.

Thus, in the present case, the hypothetical use by ene ior more of the Majors of its power
to boycott a noninteractive service — one that had sought to inject some'price competition irito the
market via steering — would undermine the "effective competition" standard that the D.C.
Circuit, the Librarian of Congress and the Copyright Royalty Judges have declared to be an
essential element of the section 114(f)(2)(B) standard.

ii. Anti-Steering or MFN Clauses

In the interactive market, the Majors commonly include anti&steering or MFN clauses m
their agreements with the services. The Judges find that such clauses have no purchase vis-a-vis
steering in exchange for lower rates in the noninteract)ve ~ke&. Iti the nonit'iteractive market,
an insistence by a Major that a noninteractive service abide by an anti-steering clause, or a MFN l

clause that has the same effect, is tantamount to importing the ariticcmpetitive complementary'ligopolypower of the Majors fmm the interactive market into the noninteractive market. Dr.:
Rubinfeld's rebuttal testimony at the hearing is tellingt

Q: Now [Dr.] Shapiro has testified that the threat of steering, alone, would lead to
lower rates Rom record companies. What's your view of that opinion?

[DR. RUBINFELD]

I don't think it's likely to happen because I dot't tlhink tile tijtrealt ... is'acredible'hreat
— that would be the term we use in economics —'nd the reason is ... that,

erst of all, the record companies, as Ihave said a number oftimes before, do
have substantial bargainingpower and they have responi es 'to the Sue'at that 'takes ~

away its credibility. In the rather strong version, they'oldd i... look to other'ourcesof listeners and say we'e going to consider not using your service, but ...
they could say we'e not going to feature all of the same artists,'maybe we'l take
some of our top artists off our offerings ....

[THE JUDGES]

Professor, do you think that the smaller independents,have that Same b'argainjng'ower... to respond to the threat of steering...'?

[DR. RUBINFELD]

No. They wouldn't have ... quite the same bargainingpower. 'THE

JUDGES]

What do the independents lack that the [M]ajors have that makes the independents
unable to exercise that threat?

[DR. RUBINFELD]

[T]ypically, they'e only going to have a few artists that have really the name
recognition and the power to make a difference.
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[THE JUDGES]

So if the record company industry was more atomistic, the threat of steering
would be more credible, but because it's not that atomistic ... it makes the ability
of the [M]ajors to rebut the threat ... more likely to be successful?

[DR. RUBINFELD]

I think that's true..., [T]hat's a harder world for me to imagine because I have
been in the world of seeing three orfour major companies having a pretty big
impact.

5/28/15 Tr. 6302-05 (Rubinfeld) (emphasis added).

This testimony underscores the point that the Majors'apacity to undermine "price
competition-via steering" is a function of their complementary oligopoly power. Once again, the
Judges do not find that the mere size of the Majors or their share of the noninteractive market is
in itself anticompetitive (especially on this record), but the Judges find that the ability of the
Majors to leverage that market power to create the complementary oligopoly pricing problem
can neither be imported into the noninteractive market nor assumed to be part of the hypothetical
effectively competitive noninteractive market. Indeed, in the hypothetical market without a
statutory rate, such anti-steering clauses (and other anti-steering tools) would be ripe for judicial
invalidation. See U.S. v. American Express Co., 88 F. Supp. 3d 143, 189, 194 (E.D.N.Y. 2015)
("anti-steering rules" can "block pro-competitive efforts" to the extent that "the market is
broken," when such rules prevent "price competition," by not permitting buyers "to use their
lowest cost supplier, as they can in other aspects of their businesses."); United States v. Apple,
791 F.3d at 320 ("we are breaking no new ground in concluding that MFNs, though surely
proper in many contexts, can be "misused to anticompetitive ends in some cases."). The Judges
likewise find the hypothetical use by the majors of anti-steering clauses in response to the threat
ofprice competition-via-steering would thwart "effective competition."'ii.

Up-Front Royalty Payments

SoundExchange asserts that a record company could &ustrate an attempt at steering by
requiring noninteractive services to pay their royalties up-front in a lump sum, instead of on a
per-performance basis. Such a lump-sum requirement would frustrate steering in the following
manner: If a licensee has already paid Record Company A a required, large up-&ont fee (equal

"'r. Rubinfeld also speculated that in the hypothetical market the Majors could "take some of our top artists off
our offerings" in response to an attempt at price competition-via steering. 5/28/15 Tr. 6302 (Rubinfeld). But in that
hypothetical market, such an attempt by an entity with rights to collectively license a substantial market share would
invite scrutiny as anticompetitive. See "Dept. ofJustice Sends Doc Requests, Investigating UMPG, Sony/A TV, BMI
and ASCAP Over Possible 'Coordination'"Billboard.corn (July 13, 2014), ("The Department of Justice has sent out
CIDs (Civil Investigative Demand for Documents) to ASCAP, BMI, Sony/ATV Music Publishing and Universal
Music Publishing Group in connection with their review of... whether partial withdrawals of digital rights should
be allowed.") Thus, such behavior would not necessarily be consonant with "effective competition," but rather an
anticompetitive leveraging of market power. The Judges thus decline to incorporate such licensor responses in the
hypothetical effectively competitive market.
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to its natural/historic play level multiplied by the old, higher pertplay Wte) than the margimti cost
going forward to the noninteractive service ofplaying a sound recording &om Record Company
A would be zero. By contrast, Record Company B — even if it ofFered a reduced steering rate —.

would still be insisting on a rate greater than the marginal; rate ofzero the licensee would be
paying to Record Company A. The noninteractive service would thus be compelled to either pay
the up-&ont lump sum and lose the benefits ofprice competition, or refuse to pay the lump sutn
and lose access to 100% of the repertoire ofRecord Company A.

This up-&ont lump sum strategy in actuality is.merely another way in which a Majoi
could bootstrap its otherwise unobjectionable market power to preserve complementary
oligopolypower in the noninteractive market. The Judges note that SoundHxchange's expext .

economic witness, Dr. Rubinfeld, has written that "[i]n dynatnically cotnpetitive industries,
where new product and features are an important part ofcompetition, even licenses that include
onlyfixed, or lump-sum payments, can result in an anticompetitive lessening ofcompetition".
Daniel L. Rubinfeld and Robert Maness, "The Strategic Use ofPatents: Implications for
Antitrust," reprinted in Francois Leveque and Howard Shelanski, Antitrust, Patents and
Copyright 85, 91-92 (2005). In the present context, the noninteractive service that would be
compelled to pay to a Major an up-font lump-sum license based on the old per-play rate (or lose
access to 100% of the Major's repertoire) would need to recover those'fixed and sunk costs and
thus forego price competition-via steering.'n

sum, each of the three contract devices relied upon by SoundHxchauge to defeat
steering are dependent upon the exercise ofmarket powers to preserve the power of
complementary oligopoly, which would thwart effective gontpetitioti izl. the nqniuter@ctive
market. Thus, all three contracting devices would be inconsistent with the statutory direction to
set rates, based on competitive information, that would be set between willing buyers and willing'ellersin an efFectively competitive marketplace in thh aHsenke hfa'tatutory license'.

h. Conclusion Regarding the Pandora Benchmark

For the foregoing reasons, the Judges will utilize Pandora's steering-based. benchmark as
a guidepost to establish the zone of reasonableness for the noninteractive royalty rates that would'e

paid by Indies in the ad supported (&ee-to-the listener) and subscription markets. Pandora has
proposed two sets of such benchmarks, depending upon the level of steering the Judges find to
be appropriate for rate-setting purposes.

The Judges find that this guidepost should be established by applyin a rate premised
upon the lower of the two steering alternatives presented by Pandora — the % steering figure
— rather than the higher 30% figure.'he lower~% level is appropriate because it is the

" The Judges are not stating that a requirement of an up-fro " '-"i'": ~p-sum royalty type provisior "~ ~. ~se
inconsistentwitl. e "~:'~in

I 'e'ion. '~i
i .xsmple

'
. Pmeement discusser in(rn ia

obligated tnnav tn even if
. aA.'x. ~3;it 1+17)/)$ S(a)landl(d)J t.cwever, .

there is no evidence t mt t ns provision wou c.: rustrate e:::;ecnve competition.
"'he lower steering level results in a higher per-play rate.
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level to which Pandora was willing to commit~. PAN Ez. 5014 t 4(a). The Judges recognize the relatively nascent nature of steering.
Although these factors certainly do not invalidate the Pandora/Merlin Agreement as a usable
benchmark, they do suggest to the Judges that the more prudent course is to incorporate only the
guaranteed 12.5% level of steering, and use the resultant rates as the appropriate guideposts for
the rates attributable to the Indies portion of the statutorymarket.'.

iHeart Rate Proposal

1. Introduction

iHeart proposes a per-play rate of $0.0005 for the $ 114 license. In support of this
proposal, iHeart relies on the analysis undertaken by its expert witnesses, Drs. Daniel Fischel and
Douglas Lichtman, of rates set forth in certain agreements entered into by iHeart in the market
for noninteractive services.

2. The Fischel/Lichtman Proposed Benchmark

a. The iHeart/Warner Agreement

Effective October 1, 2013, iHeart and Warner entered into an agreement (the
iHeart/Warner Agreement) that addressed, inter alia, the rates that iHeart would pay to Warner
for iHeart's plays ofWarner sound recordings on iHeart's custom noninteractive service. SX Ex.
33 (iHeart/Warner Agreement). As it pertained to these noninteractive plays, the iHeart/Warner
Agreement provided that iHeart would pay the greater of: (1) a per-performance fee on custom
performances; and (2) Warner's pro rata share of a specified percentage of iHeart's non-
simulcast noninteractive revenue. Specifically, the iHeart/Warner Agreement calls for the
following rates:

iHeart/Warner Per-Performance Ro al Rates
Calendar Year Per- erformance Rate

" Pandora attempted to corroborate its Pandora/Merlin benchmark by introducing, in rebuttal, its agreement with a
classical music record company, Naxos ofAmerica, Inc. (Naxos),that had been entered into as of January 1, 2015.
PAN Ex. 5018 (the Pandora/Naxos Agreement). However, the Judges reject the Pandora/Naxos Agreement as a
corroborating benchmark for several reasons. First, Naxos, as a classical music label, is at best representative of a
narrow genre and therefore its agreement cannot serve to be representative of a wider variety of sound recordings.
5/13/15 Tr. at 3512 (Herring). Second andora/Naxos Agreement does not contain any steering terms, but
rather sets a statutory per-play rate ($0. ), lower than the default rate ($0.0014) estabhshed by the Pureplay
settlement. PAN Ex. 5018. Although t ls ifference, ceteris paribus, would create an incentive for Pandora to play
more classical music owned by Naxos, there was evidence, acknowledged by Dr. Shapiro, that Pandora was
constrained in any potential steering toward Naxos by the fact that there was only one other classical label, Decca,
which would make it hard for Pandora to steer away from the latter given its share of the market. 5/17 Tr. 4706-07
(Shapiro) (considering Naxos's and Decca's presence in the classical music market and acknowledging that "there
are issues with some specialized areas of music where it might be harder to steer.") Further, Pandora did not
conduct any steering experiments with regard to steering away from Decca, as it did with regard to steering away
from the Majors. Third, Dr. Shapiro opined that, if steering did occur at the 30% level, Naxos would pay two
different rates for plays on Pandora's ad-supported and subscription services, respectively. Shapiro WRT, at 37-38.
Howe~he Pandora/Naxos Agreement does not bifurcate rates in this manner, but rather sets a single per-play rate
of $0~ that would apply to Pandora's ad-supported and subscription services. PAN Ex. 5018.
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SX Ex. 33 at 15-16 (iHeart/Watrner Agreement).

The iHeart/Warner Agreement incorporates the same economic steering logic as the
Pandora/Merlin Agreement. Specifically, at the, time of the execution of the iHeart/Wartier'greement,

Warner's actual sbiare of iHeart's custom noninteractive webcasts was
a roximatel %. However under the iHeart/Warner A reement iHeart is obli ated'to

. Drs. Fi ch 1 d Liclitmhn cloncluded that this
provision created an incentIive for iHeart to increase Warner's share of performances
snbstanttatiy~gggggggg
Fischel/Lichtman AWDT tt 36„

The iHeart/Warner.Agreement also contains the following additional elements that, i

according to iHeart: (1) were not independently valued by the parties on a monetary basi.s; (2)
benefited both parties; and (3) therefore had an uncertain net value:

~ Warner's rant to iHeart of sound. recordin ri hts for

~ iHeart's commitment to provide Warner with no less than percent of total airplay
devoted to a music advertising ca~mpaign that iHeartMedia provides on its webcast
stations, laiown as the Artist Integration Program ("AIP")

" According to Drs. Lichtman and Fischel, under the AIP program, iHeartMedia dedicates airtime to pro:
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~ Warner*s~ right to
and iHeartMedia's right to

); and
s iHeart's "most favored nation" protection vis-c-vis~, such that ifWarner

were to enters into an agreement to license sound recording rights for 's
and provide~ with terms that are more favorable than those

offered to iHeart, then iHeart would be afforded the option to adopt those~
terms.

Fischel/Lichtman AWDT tt 38.

Drs. Fischel and Lichtman described the as an
"insurance olic " that benefited iHeart in the event it would

. Likewise, they described the AIP provision as an "insurance
policy" that benefited Warner, because iHeart's commitment to continue to provide the AIP
benefit meant that Warner did not have to assume the risk that iHeart might charge Warner for
the right to access the benefits ofAIP. See iHeart PFF gtt179-180 (and record citations therein).

Drs. Fischel and Lichtman recognized the difficulty in quantifying the values ofwhat
they described as these "insurance policy" equivalents. However, they aver that neither party
assigned any values to these (and the other) non-rate terms and that the net value of these items
therefore can only be set at zero. FischeVLichtman AWDT $ 39. As Dr. Fischel further testified:

We followed the ... real-world example of the parties ... who did not price any of
these terms.... [Tjhere was no separate pricing in the agreement or separate
valuation in the agreement in terms of the spreadsheets ... that I reviewed as
background for the contract.... For that reason ... the best answer, given the
real-world data that we have, is to place a net value of zero on them because that'
what the parties themselves did.

5/21/15 Tr. at 5336-40 (Fischel).

Moreover, according to iHeart, even SoundExchange's economic expert, Dr. Rubinfeld,
admitted that none of the experts in this proceeding likewise "actually put[] a numerical value on
these additional items." 5/28/15 Tr. 6289 (Rubinfeld). In addition, iHeart notes, Dr. Rubinfeld
acknowledged that several of these items were "terms that favor iHeart," and yet were not
separately valued and priced by the parties. Id. at 6435.

However, iHeart does not conclude from the foregoing that the iHeart/Warner Agreement
sets forth a usable benchmark rate that mirrors the stated rates of $0. to $0.~, or even the
purported lower rates of $0.Q to $0.Q resulting t'rom the adjustment applied by
Drs. Fischel and Lichtman (as discussed infra). Rather, according to Dr. Fischel, the foregoing
rates reflect only the average rates in or derived from the iHeart/Warner Agreement. Dr. Fischel
asserts that such an average rate "does not necessarily reflect the rate ... that a willing buyer and
willing seller would have reached in a marketplace" unconstrained by government regulation or
interference." Fischel/Lichtman AWDT tt 44.

In an attempt to correct for this alleged defect, Dr. Fischel conceptualizes the Warner
plays on iHeart as comprising two distinct economic bundles. Dr. Fischel states:
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rmation

As an economic matter, the [iHeartMedia]-Warner agreement reflects a bundle of
two distinct sets of rights. The first set provides a license for iHeaitMedia to play
the same number ofWarner performances ks itj wduld~ ha0e playjed absentthe'greement.The second set of rights provides 6 liden& fdr i8eartMedia to play 'dditionalWarner performances, above and beyond those it would have played
absent the agreement.

Id. /[45.

Accordingly, Dr. Fischel opines that compdnsattiok folr thb first ~'bundle" of ri'ghts is
directly affected by the existing statutory rate, and therefore provides essentially no info
about the rate willing buyers and sellers would negotiate in the absence ofgovernment
regulation." Id. $ 48.

However, Dr. Fischel opines that the second "bundle" he conceptualizes is "highly
relevant to what willing buyers and willing sellers woRd negotiate ifunconstrained by 'overnmentregulation." Id. $ 49. In support of this opinion, Dr'. Fischel testified:

This part of the bundle involves a license for iHeart to play additional Warner
performances, above and beyond those it would have,played absent the
agreement. Those additional performances are sot directly influenced by the'xistingstatutory rate, because absent the agreement, iHeart wouldn't play them
and Warner wouldn't receive any compensation for them. The royalty rate
negotiated for this second part of the bundle, therefore, is a more appropriate
measure ofwhat a willing buyer and a willing seHer would negotiate if
unconstrained by government regulation. Warner licensed the rights to those
performances to iHeart, and iHeart compensated Warner for that license, at rates
that were acceptably profitable for both parties'. The rate'ere was not'determined
by regulation; it was determined by the give-and-take of a true negotiation.

Thus, Dr. Fischel needed to distinguish between the two bundles that he had
conceptualized, which required him to consider the projected number of% amer plays in ea'ch'undle.To perform this analysis, he relied upon a set ofprojections that iHeart's Board of'irectorsused when evaluating and approving the iHeart/Warner Agreement. Fischel/Lichtman
AWDT $ 40. (Thus, this set ofprojections also served as the basis for the iHeart Board's
approval of the stated rates in the iHeart/Warner Algrebmhnt.) A'ccdrdihg to iHeart's Head of
Business Development and Corporate Strategy, Steven Cutler, this set ofprojections — referred to
by iHeart as the "Today's Growth" model — was
representing the parties'best estimates" ofperformance under the iHeart/Warner Agreement. ~

6/2/15 Tr. 7247-48 (Cutler); see also Fischel/Lichtman AWDT $ 40; 5/21/15 Tr. 5365 (Fischel).

The Today's Growth model projected that iHeart would play total
performances of all labels'ound recordings over the ~tech of the agreement. 'ischel/LichtmanAWDT $ 41 and Hx. A thereto ('projected Performances During Initial Term
of iHeartMedia Agreement with Warner"); IHM Hx. 3034 at 170. iHeart estimated Warner's'hareof those performances under two key scenarios: '1) the
scenario, which reflected iHeart's expectations ifno agreement with Warner was reached; and
(2) the "Warner Direct License Terms" scenario, which reflected its projections under the terms
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and conditions of the Warner agreement as signed. Fischel/Lichtman AWDT $ 42 and Ex. B
thereto ("Projected iHeartMedia/Warner Royalty Rates"); IHM Ex. 3034 at 172.

Under scenario f1), iHearMedia expected Warner music to constitute I% of total
performances, or performances, on the iHeart custom service. Under scenario (2),
iHeart exoected to increase Warner's share ofperformances to~ perceat, and thus expected to
play Warner performances over the duration of the agreement. Fischel/Lichtman
AWDT $ 42; IHM Ex. 3034 at 172 ("Projected iHearledia-Warner Royalty Rates").

Under scenario (1) — without the steering of additional plays at lower average rates-
iHeart expected to pay Warner a total of $ in royalties. Under scenario (2), with the
steering of additional plays at lower average rates, iHeart expected to pay Warner a Intel of $~

. Fischel/Lichtman AWDT Q 43, 51.

Dr. Fischel then divided the total expected compensation under the Today's Growth
Model ($ ) by the total number ofperformances projected in that model W

). This calculation projected an average per-play rate of $0., rounded to $0. ~.
Fischel /Lichtman AWDT $43; IHM Bx. 3034 at 172 ("Projected iHeart Media/Royalty Rates").

Even before Dr. Fischel attempted to determine his "incremental rate" under the
iHesrt/Warner Agreement, he emphasized that this average rate itself was I% lower than the
statutory rate of $0,0025 that iHeart would otherwise pay under the applicable
NAB/SoundExchange settlement, Fischel/Lichtman $ 43.

Additionally, Drs. Pischel and Lichtman opined that this $0.~ rate needed to be
adjusted downward for a adiustment, to reflect the fact that, under the iHeart/Warner
Agreement, are not subject to a royalty
payment by iHeart to Warner. Id. at $ 35. They then noted that iHeart, had projected that an
adjustment for would reduce the effective average per-play rate under the iHeart/Warner
Agreement "to between $0.Q snd $0.Q. Id

Dr. Fischel then turned his analysis toward the calculation ofhis so-called "incremental
rate." He noted the simple math demonstrating that, according to the Today's Growth Model,
the difference in the number ofWarnerplays on iHeart's custom noninteractive service between
Scenario (2) ( plays) and Scenario (1) ( plays) equaled plays.
He further noted that the difference in royalties — again according to the Today's Growth Model
— between Scenario (2) ($ ) and Scenario (1) ($ } equaled $
Fischel/Lichtman AWDT Q 50-51; IHM Ex. 3034 at 172 ("projected iHeart Media/Warner
royalty rates.

Dr. Fischel then divided the $ additional revenue by the additional
plays to derive his "incremental rate" of $0.0005. Id. As noted supra, Dr. Fischel opined that
his so-called "incremental rate — $0.0005 — was a better benchmark than the average rate of
$0.~ implied by the Today's Growth Model or the rates actually set forth in the
iHeart/Warner Agreement — because the so-called "incremental rate" was not tainted by the

Determination ofRates and Terms
2016-2020 (Web IV) - 141



upward influence of the statutory rate. Accordingly, Dr. Pischel opined. that it was his opinion
"that this $0.0005 per-performance rate is the best available evidence on the question at issue in
this proceeding." Fischel/Lichtman AWDT $ 52.'~

As noted at the outset of this section, the iHeartlÃarner Agreement contains a greater-of'atestructure. However, Drs. Fischel and Lichtman declined to incorporate any greater-of i

formula into their rate structure and they did not include any percentage-of-revenue alternative
rate in their proposed benchmark. Dr. Lichtman explained this deviation Rom the iHeart/Warner ~

Agreement: "[N]o one thought that provision would be binding. ~ So~ they have a number'hat
both parties looked at and said that number would never actually be used in the real world, so
who cares what the number is ....") 5/15/15Tr. 4016-4017 (Lichtman); see also 5/21/15 Tr.'3'34'Fischel)(same).'

b. The 27 iHeart/Indies Agreements

iHeart also relies upon its separate agreements with 27 Indies that, as of July 2014,
accounted for approximatelyg percent ofperforrismcesion iits rustord service.
Fischel/Lichtman AWDT $ 57 and Ex. C thereto; IHM Exs. 3340, 3342, 3343, 3345, 3347, '3349,'351-3370;3642. Despite this relatively small percentage ofplays (compared to Warner),Drs'ischeland Lichtman opine that "these 27 deals provide important additional evidence as to the
rates negotiated by willing buyers and willing sellers.'i Fischiel/L~ichtman AWD7 $ 57.

The principal custom noninteractive rate in these g7 qgreemqng is
. Indeed, the 27 wgg+di)s ggreem)nts contain tire yellowing

provlslon

Dr. Fischel then speculates as to whether even the non-indrembntd platys Souled bd prided higher oi lour than
$0.0005, but he comes to no conclusion in that regard. Fischel/Lichttnan AWDT $ 53.
' iHeart speculates that the percentage-of-revenue prong was added to the iHeart/Warner Agreement by Warner to
set a precedent for future rate-setttytg proceedings for sound riecordings and points to a document pertainmg to
Warner's negotiations with~ for support. See IHM Ex. '3435 at '5; 5/15/15 Tr. 4024-25 (Lichtman). However,
iHeart does not identify any~su &ciently similar evidence that suggests the percentage-of-revenue prong in the
iHeart/Warner Agreement was included for this reason.
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See generally IHM Exs. 3340, 3342, 3343, 3345, 3347, 3349, 3351-3370; 3642. However,
iHeart states that~ of these 27 web casters has paid royalties under the percentage of revenue
prong, because the per-play rate has generated the higher royalty. Fischel/Lichtman AWDT $
61.

Each of these 27 iHeart/Indies Agreements contains a~-year term. Id Th.ese
iHeart/Indies Agreements also contain other rates that are not applicable to custom
noninteractive webcasting. Id.; see Fischel/Lichtman AWDT $ 58.

As in the iHeart/Warner Agreement, the iHeart/Indies Agreements contain various
additional items, some ofwhich iHeart claims inure to its benefit, and some of which benefit the
labels. iHeart points, b wa of exam le to the provision in all 27 agreements that iHeart
received a license for and thereb avoided the risk of

Additionally,
inman of those a reements the Indies a reed

Fischel/Lichtman AWDT $ 62.

As they analyzed the iHeart/Warner Agreement, Drs. Fischel and Lichtman concluded
that the value of these terms cannot be determined in isolation, and found that there was no
evidence indicating that the parties had explicitly assigned value to them when analyzing
whether to enter into these 27 agreements. Accordingly, they concluded that it is appropriate to
assign a zero net value to the non-pecuniary terms. Id.

Therefore, Dr. Fischel proceeded to derive a so-called "incremental rate" for the 27
iHeart/Indies Agreements. He determined that, between 2012 and 2014, and vior to the
execution of these 27 agreements, iHeart expected to pay to all these Indies $ (of
which $ was for oustom webcasts) covering~ performances of which

were custom webcasts), resulting in an average royalty rate of $0.~ (iHeart was
subject to the SoundExchange/NAB settlement rates). IHM Ex. 3034 (Fischel/Lichtman AWDT,
EK. D).

Dr. Fischel then determined that, after the execution of these 27 iHeart/Indies
Agreements, total performances would increase to of which
custom webcasts) and total royalties would increase to $ (ofwhich $
for custom webcasts), resulting in an average royalty rate of $0.. Id.

were
was

As with the iHeart/Warner analysis, Dr. Fischel then calculated his so-called
"incremental rate" b a 1 in his "two bundles" approach. He noted that iHeart expected to
play an additional performances and expected to pay $ more in ro alties.
This incremental difference yielded the so-called "incremental rate" of $0. ($~ plays). Fischel/Lichtman AWDT t 68; IHM Ex. 3034 (Fischel/Lichtman AWDT, Ex. D
thereto).

Unlike the iHeart/Warner Agreement, these 27 Warner/Indies Agreements were not
supported by an internal projection of expected increased plays, such as the "Today's Growth"
model upon which Dr. Fischel relied for'is iHeart/Warner "incremental" analysis. Rather, Dr.
Fischel testified that he and Dr. Lichtman "assumed (consistent with our understanding) that
iHeart believed that after si nin each of these deals, it would increase each label's share of all
webcasts ) by g percent." Fischel/Lichtman AWDT P 66.
Apparently, Dr. Fischel did not use iHeart's or his own "projections" of increased performances,
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as he did for his iHeart/Wa)(rter analysis, but rather "assulne[tt] iHeaN a1)pr'oximately met its
projections for ... custom performances," and therefore "the projections in [this]:ategory[y]
[are] equal to the actual number of performances." Fischel/I.,ichtman AWDT $ 66 (emphasis'dded).

Drs. Fischel and Lichtnnan concluded )rom the foregoing that the 50.gg *'incretnental
rate" that they estimatecl for thie 27 iHeart/Indies AgrebmtInts "dbm6ns6ates our main
conclusion, rega'rding the $0.0005 per-perfo)rmance rate." Fischel/Lichtma(n $69,.'.

SoundExchange's (:riticisms of the iHeart Rate Proposal

a. Introd.uction

SoundExchange attacks the iHeart rate proposal on so. separate'onts. First,
SoundExchange sets forth an overview that purports t6 prbvide 6 different'and more accurate
understanding of the terms of the IiHeart/Warner Agreement, compared with the presentation put'orthby iHeart, Second, SoundExchange seeks to demonstrate the invalidIity of Dr. Fischel's
"incremental rate" approach. Third, SoundExchange Wvetl's that iHettrt's analysis is also flawed
because it fails properly to consider aud give value to other elements of consideration in the
iHeart/Warner Agreement, which would result iin a significantly higher benchmark per-play rate.
Fourth, SoundExchange takes:issue with iHeart's failure to account for the pa&ties'ctual
performance under t]he iHeart/Warner Agreement. Fifth, SoundExchaoge takes issue with'Heart'sreliance on a single projection made by iHeart during negotiations (the "Today'
Growth"" model) to establish a benchmark in this proceeding, and its failure to consider other
contemporaneous alternative projections„Sixth, SoundExchange seeks'o discredit the 27
Warner/Indies Agreements as proper benchrnarks,

b. Sound Exchange's Overview of the iHeart/Warner Agreement

SoundExchange begins its critique by referring to the negotiation period before the
iHeart/Warner A reement was executed. It notes that iHeart ori~inall offered Warner55555155
Ex. 3114 at 10. Warner rejected that proposal and even accordin to Dr. Fischel Warner
ultimate 1 achieved a "better deal thanI++~ . 5/22'15 Tr. 5542; 5551 (Fis he ).

~ When SoundExchange truss its attention to the several rion-rate and non-steering
aspects of the iHeart/Warner Agreement, it notes the following provisions that

'" Drs. Fischel and Lichtman acknowledged the ~gus — that the $0~ "incremental" rate derived from the
iHeart/Indies Agreements was lower than the: $0.~~("incremental" rateceerived from the iHeart/Warner
Agreement. See 5/21/15 Tr. 5383 (Fischel). They oInned that the Indies might receive a lower rate because the
Indies artists may be "less well kno)gm," and because Indies may have rel)ertoires that are not "already familiar tot
listeners." FischeVLichtman AWDT tt 69. This testimony is generally consistent with the Judges'inding, suPra,
with regard to the Pandora/Merlin Agreement, that Indie. in fact receive lower royalty rates than the Majors.

SoundExchan e also notes that Sony and Universal turnetl dot/Fn a, similar off(,",r fromm iHeart because "g i~/" SX Ex 1139'X Ex. 25 at 125 t(35 (asrri(ron )Pt(tl'); 5/28) 1 5 'fr. 509 510 (A
Harrison) (describing iHeartas proposai as * QQQg")
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were essentially ignored by iHeart. iHeart agreed to provide to Warner the greater
of~% of aU AIP inventory that iHeart offers in the marketplace and AlP
having a "fair market value" — as stated in the iHeart/Warner Agreement — of at
least $ per agreement year. SX Ex.33 at 19-20, $ 5(a).

In addition to this 'IP," iHeart agreed to provide Warner with another
advertising oggortunitv, to participate in two ' campaigns each
year. This ' guarantees at least insertions of ads in duration
up to ~ seconds each on iHesrt's terrestrial stations for artists selected at
Warner's discretion. Each advertisement also must include a

. SX Ex. 33 at 19-20, $ 5(a); 81. Exhibit F. Warner calculated the value
of a single campaign at $ , yielding a combined value
forg such campaigns of close to $ over the initial term of the
agreement. SX Ex. 32 at 14 n.9 (Wilcox WRT); 6/3/15 Tr. 7403 (Wilcox).

iHeart also agreed to pay royalties to Warner for
Ex. 33 at 10, $ 1(pp); SX Ex. 32 at 14 (Wilcox WRT).

SX

e iHeart agreed to pav Warner a $ fee for a
provision, the agreement, which iHeart requested be in a separate
agreement but ultimately was included in the iHeart/Warner Agreement. 6/3/15
Tr. 7387

(Wilcox).'hrough

testimony at the hearing, SoundExchange and Warner asserted that Warner
perceived the additional items it received, combined with the rate and steering terms, as greater
than what it would have received under the statutory license. 5/7/15 Tr. 2370 (Wilcox) (Warner
received "a package ofconsideration that is material and greater and different in positive ways
than what we would be obtaining just through a compulsory statutory deal".). Further, Mr.
Wilcox testified that he did not think this "deal" would "go forward on the existing terms ifone
of these were missing." 6/3/15 Tr. 7416 (Wilcox). However, SoundExchange did not proffer
evidence or testimony that was contemporaneous with the negotiation of the iHeart/Warner
Agreement that was probative as to whether Warner required the other contract terms in order to
avail itself of the rate and steering terms. SoundExchange notes though that (regarding the
additional contmct items ofpotential value to Warner) iHeart did not produce a fact witness who
testi6ed regarding the actual value of these terms to iHeart.

SoundExchange also notes, as did iHeart, that the latter also received additional
contractual consideration — beyond the right to perform Warner's sound recordings under the
agreement. See Fischel/Lichtman AWDT at 20 (regarding the "insurance policy" allowing

In pertinent part, the Agreement provided that, in exchan ye for a f
Warner bvf iHeart. Warner chanted to iHeart

to

SX HX. 1339.
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iHeart to avoid
and the pgtgtiqn i:: graz ted

better terms to for its service); SX Bx. 33 at 31.

However, despite the absence ofany actual values being placed by'he parties on these
additional items, Mr. Wilcox concluded that the net value ofall the other consideration
provisions is "heavily weighted to the Warner Music Group." 6/3/15 Tr. 7385 (Wilcox).

SoundBxchange also notes in this context, as it! did in! its!opposition to!Pandora's rate
proposal, that the steering elements of the iHeart/Warner Agreement provide only "6rst mover"
advantages" that would be "mathematically impossible" to replicate across the industry. 5/7/15
Tr. 2374 (Wilcox); Rubinfeld Corr. WDT at 46 $ 183; 6/2/15 Tr. 7239 (Cutler). Moreover,
SoundExchange noted that iHeart found that its ability to steer toward any particular record
company was limited. As noted in the Judges'iscussion of the Pandora rate proposal,
SoundExchange asserts that, when iHeart tried to

it created "challenginz listening experiences." 'ot example,' 1'istener's seed'ed "

Radio Station" lturlied! into a defacto'tation," and a listener's see Red 'ladip Staticn"
turned into a defacto'adio Station

Thus„ iHeart concluded that too much steering (to /p) vjas'ilto the detriultent ot! on: custoinp'tuduct,'" hx.gx.
1037.

Rath'.
Soundmxchauge's Criticism of the "Incremental Rate" Approach of Drs.:
Fischel and Lichtman

SoundExchange begins its critique with the!se un4sputed! assertions:

~ None of these agreements—or any other agreement submitted by any other
party—has $0.~ as the stated per-performance rate or within any range of
stated rates.'

There is not a single document in evidence showing that any parties—not~ust
Warner and iHeart—ever had a "meeting of the minds" as to a rate of $0~ ~

per-performance.

~ There is not a single communication between jHeart and Warner citing a rate of
$0.~ under the iHeart-Warner a~ttut+t.

~ No internal iHeart document shows such a rate for the iHeart-Warner:agreement.
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~ There is no evidence in the record showing that a willing copyright owner would
agree to license the perfonnance of its sound secordhtgs. at a rate of $0.~.

~ None of the other economic experts. who testified used such an approach in his
written testimony.

SXPFF Q 768-69 (citing 5/22/15 Tr. 5489-90 (Fishhel); Rub!inft!:ld!CWRT $ 23)i [what are these
Q in?]+784-88 (and additional citations to the record therein).

Next, SoundExchange takes substantive aim at the "two bundles" of rights approach.
SoundBxchange (accurately) svgrttrt~rizes this opinion,as sta6ng that, according to Drs. Fischel



and Lichtman, the only relevant information regarding the rate to which willing buyers and
willing sellers would agree, absent a statutory license, can be found in the number of
performances and revenue in the second bundle.'s SoundExchange continues to correctly
note, they then claim that dividing the so-called "incremental" revenue by the "incremental"
number ofperformances yields the precise per- play royalty rate to which the parties would have
agreed for 100% of the performances expected under their agreement in a world without the
statutory license. See SX PFF tt 771 (and record citations therein).

The fundamental problem with this "incremental" approach, according to
SoundExchange, is that it artificially and erroneously divides the royalty payments by breaking
the single actual bundle ofperformances under the agreement into two hypothetical bundles.
According to SoundExchange, that approach artificially and erroneously divides consideration
into separate bundles that the parties did not negotiate. To make the point, Dr. Rubinfeld, on
behalf of SoundExchange, applied an analogy: In a "buy one, get one &ee" transaction, the price
of the second product is not zero; the second product could not be obtained without paying the
full price for the first. Accordingly, the appropriate price for each of the two products is not the
"incremental price" of the second item, but rather the average price of the two items. Rubinfeld
CWRT at 6 $ 24.

SoundExchange also notes that Drs. Fischel and Lichtman analyzed the Pandora/Merlin
Agreement through the lens of their so-called incremental approach and concluded that the
proper rate derived &om that agreement — for use as the statutory benchmark — is between
$0.0002 and negative $0.0002 (i.e., a rate at which the record companies would pay the
noninteractive services rather than receive royalties &om these services). See Fischel/Lichtman
AWDT at 40-41. In attempting to highlight the purported absurdity of this result,
SoundExchange notes that, despite the clear economic appeal of such a range of rates to Pandora,
its own expert, Dr. Shapiro, did not adopt such an incremental rate, but rather recommended a
rate that was multiple times greater. Rubinfeld CWRT at 22, $ 79.

For these reasons, SoundExchange asserts that the so-called incremental per-play
approach of Drs. Fischel and Lichtman must be rejected, in favor of an approach that determines
per-play rates on an average royalty basis.

d. The Alleged Importance of the Value of Non-Rate/Steering Items in the
iaeart/Warner Agreement

SoundExchange criticizes Drs. Fischel and Lichtman for failing to make a sufficient
attempt to attach monetary values to provisions in the iHeart/Warner Agreement. See
Fischel/Lichtman AWDT tt 39. More particularly, SoundExchange rejects their assumption that

'" SoundExchange also accurately summarizes the contents of the two bundles: "The first is a 'bundle'or the
purported right to perform sound recordings up to the number of performances [Drs.] Fischel [and]Lichtman say the
parties expected to occur under the statutory license in the absence of a direct license," and "[t]he second is a
'bundle'or the purported right to make all the additional performances over and above those in the first bundle that
[Drs.] Fischel [and]Lichtman say the parties expected to occur because of the direct license." SX PFF tt 770.
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the non-royalty rate term provisions benefiting Watner, and those benefiting Heart, have a net
value ofzero. See 5/21/15 Tr. 5/21/15 Tr. 5340 (Fischel) (eschel/Lichtmhn AWDT at 20-21). [

Rather, SoundBxchange asserts the record reflects that this "net zero value" conclusion is
inaccurate. The "record" to which SoundExchange cites to support this po'sition is a'conclusory
statement made by Warner's testifying executive, Mr. Wilcox, who stated that the net value of.
the non-royalty rate provisions is "heavily weighted to the Warner Music Group." 6/3/15 Tr.
7385 (Wilcox).'oundBxchange further seeks to buttress its arguinent that the iHeart
benchmark fails to adjust for the value of items that favored Warner by reciting the list of such
items and noting that Mr. Wilcox, in his oral and written testimon r,.characterized such items as
"incredibly important" ( 'I; "so
im sortant" (with regard to

); a "flc or rahmtionss (with regard to
); an "immediate uptick" in value with regard to ), SK

PFF 'P[ 810-814, 827 (aud citations to the record therein).

SoundBxchange also takes issue with iHeart'si clahn,i as asserted by Dr. Fischel, that the
absence ofany projections or spreadsheets detailing the value of these additional items is
evidence that the parties did not assign values to them. However, SoundExc~ acknow)edges
that "when the Judges asked Mr. Wilcox whether Warner had assigned a number value to ...
many of these provisions," his "consistent" response was that he "could not be certain" of the
number value. SX PFF $ 827.

1. AIP and

Among the non-royalty and non-steering elements within the iHeart/Warner Agreement,
SoundExchange emphasizes iHeart's failure to adjust its benchmark to reflect the value of two
items referred to supra — AIP and

(A) AIP

SoundBxchange notes that the iH~arner h.greemen) itselfstates that AIP has a "fair
tnsrttet value" of at least 8 over~ years. SX PPP $$ 807-808 (anti citations th th'e

record therein). Thus, according to SoundBxchange, it is irrelevant whether the parties had
internal projections or spreadsheets establishing the value ofAIP. See SX Ex'33 at 1'9, $ 5(a)(ii)
(declaring that AIP has a "fair market value of at least Dollars QSts
$ per Agreement Year"').

Actually, Mr. Wilcox made this statement with regard to a list'feontractital items that would provide value only'o
Warner, not the entirety ofother non-royalty/steering items that Drs. Fischel and Lichtman asserted had value to

both parties and should be weighed and deemed for rate purposes to have a net value 'of zero. See id. at 7384-85
(Mr. Wilcox responding to a question regarding a demonstrative list ef contractual items and testifying that "they'e
heavily weighted to the Warner Music Group. These were, every one of them, things that were important wiris for
us, ifyou will, in the negotiation and were key to getting to yes."). Drs. Fischel and L'ichtman did not disputei that
some contractual items had value to Warner, but rather concluded that the absence ofvaluations by the parties
required an expert to net the offsetting values at zero. Thus, the cited testimony does.not support SoundExchange's
assertion in the text, supra, that "the record" reflects a net value for these other items tilted toward Warner.
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Additionally, SoundBxchange points to intern@ iHeart documents in which Bob Pittman,
iHeart's C.E.O., asked ofhis em slo~rees, with reheard to AIP. '

SXEx. 207.
SoundBxchange furler notes that, in an attempt to bridge differences in the ongoing
negotiations, Mr. Pittman suggested that iHeart asked Warner ifAIP has value to Warner,
because it has value to iHeart. SX Bx. 1372. Additionally, SoundExchange points to Mr.
Wilcox's written and oral testimonv, in which he claims to recall that indicated that
iHeart intended to , but he cannot identify a
document con6rming that alleged representation by . Wilcox WRT at $ 23, 6/3/15
Tr. 7460-61 (Wilcox)

SoundBxchange also points to numerous documents in which iHeart con6xxm the
substantial value to record companies ofAIP participation. See, e.g., IHM Exs. 3114 at 5, 10;
3121 at 4; 3225 at 2. Further, during negotiations, iHeart emphasized to Warner that AIP had
substantial stand-alone value. See SX Ex. 93 at l. Additionally, at the hearing, witnesses for
both iHeart and Warner acknowledged the significant value ofAIP to a record company.
5/21/15 Tr. 5194-95 (Poleman) (iHeart executive describing AIP as "invaluable"); 6/3/15 Tr.
7392 (Wilcox); Wilcox WDT at 12-13; (Warner executive describing AIP as'N)

Based on such reasoning, iHeart estimated the quantitv ofAIP to be given to Warner not
onlv , but also by

, as set forth on iHeart's rate card." See 5/20/15 Tr. 4885-86 (Pittman). As
SoundBxchange further points out, Mr. Poleman also noted that access to AIP slots could in the
future be and, if so, Warner would

. 5/21/15 Tr. 5189-90 6 oleman). See also SX Ex. 1139

For these reasons, SoundBxchan~e avers that iHeart erred in declining to attribute value
to AIP in its iHeart/Warner

benchmark.'B)

According to SoundExchange, the value of is different &om AIP in a way
that enhances record corn ~anger promotional ~ro muns on iHeart. First, unlike AIP, Warner was
not , and iHeart did not

. 6/3/15 Tr. 7405 (Wilcox).

' SA~md'Rxchan~e, noting one of iHeart's rebuttals on this issue, acknowledges that in the past, iHeart provided
AIP . Tharafnre 7-" i" ~vchanne racnenivad that ATP nrnvisinns cnulr'e consirued as a form of
"insurance" against . SoundExchange asserts
that the threat that iHeart would ALP was real, so any -msurance" value wou.d be quite high, albeit
indeterminate. See SoundExchange ..-'..'..'t $ 823 (and citations to the record therein).
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The iHeait/Warner Agreernen+t's QEprovision guarantees Warner at least~
Lof(~u to gg+QQ for on all of iTiemt's

of g+I oho en by'Warner. 7( x. 33 t 19-20 5(a); id at 81, Exhibit F
1-2. Accordin to Warner both the fag and the fact that

are unique to this pr gr
. 6/3/15 Tr. 4 1 ( il o . urither& the provisions

re uire iHeart to include a ~Q and ives Waar the ri ht to

~~and o . SXE .3
at 82, Exhibit F, g 7.

Warner did uot aneimpt to value fg$ contemporaneous with the negotiation;, and did
not include a stated value foQrg/ in the iHeart/Warner Agreement. SoundKxchange did not'tilizean expert to value I+~ in the hearing. However, for this proceeding, a non-ex ert. Mr.
Wilcox, the Warner executive calculated. his understanding of the value of a~ campaign at SIgg ggI per year, oI afIprtIxbitatiIfy 8 for the
campaigns to which Warner was entitled over the initial term. of the agreement. Wilcox WIT at
14 n.9; 6/3/15 Tr. 7403 (Wilcox). SoundExtchange notes that no iHeart. fact witness disputed tins
attempted valuation.

For these reasons, SoundExch~an re disputes the decision by.ors. Fischel and Lichtman to'ssignno independent value tc theI+ benefits contained in the ildeart/Warner Agreement.

ii. /gggg/ Agreement

Another non-royalty/steering provision:identified in the iHeart/Warner Agreement is a
reference to a separate agreement — the *'gg~ Agreement'i between the parties.
SoundExchange avers tibet Dr.*,. Fischel and Lichanan wrongly omitted the value of this $$~ payment from their calculation..Accorrling to SormdExchan e this ondssion was
im ro er because Mr. Wilcox testified that "it was "worth ..., $~ggggggg~" /315 r.73 5( ilcox). Mr.
Wilcox further testified that iHeart had requested that this 'ransaction be set'orthin a separate agreement, but Warner preferred that it be included — as it ultimately was — in
the iHeart/Warner A.greement. 6/3/15 Tr. 7387 (Wilcox).'oundExchange also notes that iHeart
does not dispute that the $)ggggI was executed nn the same day. 6/2/15 Tr,. 7304
(Cutler); 5/22/15 Tr. 5505 (Fleche~i. Fmther SoundExchange points out that none of iHeait's
fact witnesses testified that the, $$+gg I was aot consideration tied closely to the
webcasting agreement.

SoundExchan e acknowled es that the ' 'e ent" contains an
~5

. Seta SX . 33 at 1- . owever, SoundExchange
argues that iHeart is inconsistent by claiming that the Jud es should apply that express clau'se,'etthey should ignore the express valuation of AIP at~ in the iHeartAIVarner
Agreement. See SX PFF tt 830. Additionally, SoundExcIItange avers that Warner would ndt
have executed the webcasting agreement (all else equal) absent the I)

payment. 6/3/15 Tr. 7388 (Wilcox) ("It was a material amount ofmoney and important to us as
part of the total list of consideration we were gettirig .l.")l,
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In sum, when Dr. Rubinfeld and SoundExchange account for all of the value they claim
was missing &om the valuation undertaken by Drs. Fischel and Lichtman, they conclude that
under iHeart's "Today's Growth" model, the benchmark per-play rate would equal or exceed
$0.~. See SXFFF $$ 846-863 (and record citations therein).

e. Performance Under the iHeart/Warner Agreement Has Not Matched the
Projections in iHeart's "Today's Growth" Model

In this proceeding, SoundExchange did not rely in its direct case upon any of Warner's
projections reflecting its expectations at the time the iHeart/Warner Agreement was negotiated
and executed. Rather, SoundExchange relies upon an analysis by Dr. Rubinfeld of available data
regarding performances and royalties paid during the first eight months of the iHeart-Warner
agreement — from October 2013 to May 2014. Dr. Rubinfeld relied upon this slice of
performance data, rather than the expectations of the contracting parties, because he found that
"performance data reflect actual experiences in the marketplace [and] [t]he most recent
performance data is likely to be the best predictor ofwhat will happen in the immediate future."
Rubinfeld CWRT tt 27. However, Dr. Rubinfeld also cautioned that "review of a longer period
ofperformance data may offer additional value if the review reveals important trends in the
industry." Id. SoundExchange also point out that Dr. Katz (NAB's economic expert), Mr.
Cutler (an iHeart executive) and Aaron Harrison (a Universal executive) all recognized the
importance ofusing current performance data to update prior projections or expectations. See
SX PFF tttt 800, 803-04 (and citations to the record contained therein).

From the 8-month slice of data that he reviewed and about which he opined, Dr.
Rubinfeld calculated an alternative average per-play royalty rate. Rubinfeld CWDT at 57-59 $$
229-236); SX Ex. 64 (Rubinfeld App. lb, backup calculations .'or custom noninteractive
performances, Dr. Ruhinfeld calculated a per-play rate of $0. ($0.~ rounded). When
he attributed the value of AIP to the per-play rate, his eight-month performance-based rate rose
to $0.~ per play ($0.Q rounded). SX Ez. 66. Dr. Ruhinfeld then attempted to equalize
the iHeart/Warner and derived potential statuto rate to e ualize royalty-bearing performances
by adjusting for skips and for the playing of . To that end, he used the same
adjustment factor, 1.1, as he had used when performing his own interactive benchmarking
analysis. Rubinfeld CWDT at 58 tt 234; SX Ex. 66.

SoundExchange avers that Dr. Rubinfeld's calculations as they relate to custom
webcasting are conservative for the following reasons:

He makes no adjustment u ward for the certain of value that Warner receives as
a result of getting . Rubinfeld CWDT at 57, $
229.

Dr. Rubinfeld also updated his calculations to include June to September 2014). SX Ex. 133.
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~ He does not account for any additional value from

f. iHeart Relies on Projections from Only one lVIolell- the "Tddap's GrOwth
Model

SoundBxchange avers that Drs. Fischel and Lichtman rewed,'exclusively on one specific
projection that applied certain "assumptions" regarding future performance under: the
iHeart/Warner Agreement. These expectations were contained in a tnodel the 'Today's 'rowth"model — presented to iHeart's Board ofDirectors in mid-2013. Fischel/Lichtmhn
AWDT at 21 $ 40.

Although Drs. Fischel and Lichtman state that they chose the 'Today'rowth" model,'ecausethe iHeart Board purportedly "relied on [it] as the most iealistic [case]" when approving
the iHeart-Warner Agreement, 5/21/15 Tr. 5322(Fiscbel),'oun+xqhapge notes that iHeart
actually . IHlsl Sx. $33'8 lCntler PfuTl;',sss also
6/2/15 Tr.7263-64 (Cutler).

Although there is no evidence that the iHeart Board relied on the'or
" models, SoundBxchange avers (albeit without supporIinl evidence) that because

iHeart executives , l"it gas wrong for Drs.
Fischel and Lichtman to ignore them completely." SX PFF $ 779. SoundExchange further notes
that, although Mr. Cutler testified that he viewed the Todav's Growth model as the best es'eitherhe nor anv other iHeart witness testi6ed that

. Id. Consequently, SoundExchange asserts that the Fischel/Lichtman
analvsis is compromised because they failed to test

. See 5/22/15 Tr. 5496-5497 (Fischel).

SoundExchange noted when it looked at actual performance',under the iHeart/Warner
Ameement, one of the models that was -the" I

" Model —proved to be a more accurate estimate of
. See 5/22/15 Tr. 5494 (Fischel); 6/2/15 Tr. 7264-65 (CMer). TlIis qonsist~cy

between the ' model and initial actual per t'ori nax.ce:xistedl aacording to
SoundExchanre. because iHeart had

5/22l'15 Tr. 55:!2 (FFische'..); 5/20/1$ Ti'.4839-'0

(Pittman) (

SoundBxchange surmises that such policies were pnt into effect, en( ties
contributed to the actual initial performance under the l imari/Warner Agreement that resembled

. Rubinfeld claims his estimate is also conservative because he applies the conservativepr~ market'share
of % despite a claim by Warner that its actual market share on'iHautRhdifi was approximately g%. Rubinfeld'

T at 59 n.135.
170

Uutler WLJI; hx. UU.
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the ' model rather than the 'Today's Growth" model. Whatever the reason, as Mr.
Cutler of iHeart acknowledged, iHeart's growth in Warner plavs over the initial contract period
has been

. 6/2/15 Tr. 7264-65 (Cutler).

SoundBxchange notes as well that Dr. Fischel admitted on cross-examination that he had
performed an analysis of the effective incremental rates under the ' model (but did
not submit evidence of that calculation or testify as to that calculation). On cross-examination,
Dr. Fischel further actmowledged that the incremental rate he had calculated equaled $0.~ per
play under the 'model. 5/22/15 Tr. 5523 (Fischel).'

SoundExchange additionally points to an effective ~er- slav rate that iHeart supposedly
wronglv ignored — the rate derived &om a model

. See SX Ex. 367 at 005; 6/3/15
Tr. 7552-53 (Wilcox); see also SX Ex. 92 at 15 (setting forth alternative model comparisons).
Ap 1

'
this model, according to SoundBxchange, yielded an average performance rate above

$0., and an incremeatai rate ofapproximately $0.~. Once again, these rates were
mathematically derived by SoundExchange, not its witnesses, based on "the simple math that
Prof. Fischel described" as applicable to calculating these rates. See SX PFF $ 794 at 264.

g. The Alleged Deficiencies in the 27 iHeart/Indies Agreements and in The
Analysis of their Terms by iHeart's Experts

SoundExchange raises several challenges to iHeart's attempt to use the 27 iHeart/%dies
Agreements as benchmarks in this proceeding. First, SoundBxchange avers that the status of
these licensees as Indies renders them unrepresentative of the rates and terms that a
noninteractive webcaster would negotiate with a major recorded music compan~
SoundExchange notes that even Dr. Fischel acknowledged that "Warner got a %] better deal
than the Indies" from iHeart. 5/22/15 Tr. 5542 (May 22, 2015) (Fischel).

Second, SoundBxchange notes that the greater-of rate structure in the iHeart/Indies
a eements for custom noninteractive webcasting are

, and thus are unduly influenced by that statutory rate. See, e.g., IHM 3340, Tab 7/Ex. F
(agreement between Indie DashGo and iHeart at 4, 8) Third, SoundExchange avers that these

' Although Dr. Fischel tiitl rtnt identify the average rate derived from the ' m the basic math
derived Rom iHeart's ' model projections reveal art average royalty rate of$0 /. for the entirety of
performances under the iHeartiWarner Agreement if the ' model had been app ver . SX Ex 207; See SX
PFF 0 793.

Although Mr. Wilcox testifiedthat the"'' ' "-'"" y " y s" ds was , he did
not clearly identify a model upon which . Indeed, Mr. Wilcox testined that that the
model that he identified as having been 'was just one ofmany sets of assumptions
we used throughout the course ofnegotratmg t us r ea to stress-test t ie, you know, edge cases, you know, trying to
figure out that this deal would perform positively for us in as many situations as we can throw at it. That'a a««
tl e nnint." 6/0/1S Tr 7421 AVilcnxl. Thea it ia trnclear aa tn ere: rt 'ri '" "uadel or models were

. Mnrenver. Mr. Wi cnx r tr nnt
ir entity in lns written testimony which model or models were
g~. The Judges find Mr. Wilcox's oral testimony on this su &J ect to ae neit ier credible nor mformative.
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Indies comprise in total no more thang% ofplayg oq the servipe ilt Ittty 3014, and most 'ccountfor less thang% ofplays Sss SX PFF $$3.'t

SoundExchange notes that Drs. Fischel and Lichtmaxx determined both average and'ncrementalrates related to these 27 iHeaxt/Indies Pgrecoteng. @cart calculated an average
myalty rate of $0~ I'rom these 27 agreements, Imd an$acgesI tttl date'of $0. &bm these
27 agreements. Fischel/Lichtman AWDT, Ex. D. i

However, with regard to the incremental rate, SoundBxchange notes that Drs. Fischel atxd
Lichtman did not possess the same contemporaneous projections &0m iHeart (or the'Indies) as
he had relied upon to determine the incremental rate under the iHeart/Warner Agreement.
5/22/15 Tr. 5543 (Fischel). Accordingl~the presumption by Dxs. Fischel and Lichtman that
iHeaxt would increase performances by g% is not based on any iHeaxt projectiort, nor is it i

supported by any provision of the 27 contracts. 5/22/15 Tr. 5544 (Fischel). Moreover, the
starting-point pre-agreement performance numbers were based upon iHeait's txctual
performances of Indie recordings. Id. at 5545.'roin this number, Drs. Fischel and Lichtman
then extrapolated an "expectations" based I% increase in th'e number ofpost'-execution
performances. Id.

Finally, SoundExchange notes the testimony of orie Indie representative, Mr. Barros of ~

Concord, who stated that Concord would not have bntttred into this hgrhement with iHeart to
reduce custom noninterective webcasting rates to if the pgrqement ditl not sl)o
include the enues and t on per isation foripextformamces of',

. 5/28/15 Tr. 6506, 6509 (Barros).'ccording to SoundExchange, Drs. Fische1 axld 'ichtmanerred by failing to adjust their proposed rates to account for this additional
consideration.

4. The Judges'nalyses and Findings Regarding iHeart's Rate Propasal

a. The Judges Reject iHeart's "Incrementall" Ratel Analysis
The Judges agree with SoundExchange's cxiticpe that the "mcremental approach"

advanced by iHeart is an inappropriate method for deterfrtirliggg rates under section 114. There
are a number of reasons why the "incremental approach" is improper.

First, the basic premise of the approach is erroneous. In an effort to avoid the so-cajledh
"shadow" of the statutory rate, Drs. Fischel and Lichtman essentially substitute a rate ofzero for

SoundExchange does not provide a citation to the record for these'statisticI$, referring only to "iHeart's data." SX
PFF $ 863. By contrast, Drs. Fisch~d Lichtman stated in their written testimony that "ta]s of July 2014, thiese 27 i

labels accounted for approximately~% ofwebcast performances on iHeart," but it was unclear Rom their
testimony whether that percentage combined custom and simulcast performances. See Fischel/Lichtman AWDT $
57 8r, n.51. Thus, the record is unclear what percentage ofplays en iHeart's custom noninteractive service is'omprisedof these 27 Indies'ecordings.

SoundExchange also points out that Drs. Fischel and Lichtman only had performance data for~ of the 27 Indies,
so they extrapolated the data that they had. Id. at 5548; see a'Iso SX IEx. 23470
' As noted in the Judges'nalysis of the Pandora/Merlin Agreement, Mr. Barros did not indicate that Concord, dr
anyone on its behalf, established a monetary value for these other contractual items.
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the number of sound recordings played under the existing statutory rate. Then, they conceptually
divide the expected total ofperformances under the direct license (the iHeart/Warner Agreement)
into two value-bundles. The first conceptual value-bundle (Scenario 1) consists of the lower
number ofperformances (without steering) that iHeart expected to be played under the higher
existing statutory rate. The second conceptual value-bundle (Scenario 2) consists of the number
ofperformances (witb steering, tram I% to ~% market share) that iHesrt expected to be
played under the lower direct deal rate. Drs. Fischel and Lichtman then consider the expected
difference between the higher revenues arising f'rom the direct deal. Finally, they divide the
incremental revenue by the number of incremental plays to determine their "incremental rate."

This methodology intentionally attributes no market value to the rate and revenue paid
for the pre-incremental performances. Although, as noted above, Drs. Fischel and Lichtman
engage in this process in order to remove the alleged impact of the "shadow" of the statutory
rate, they merely replace one supposed problem with a very real and more serious problem. That
is, they replace the statutory rate with an effective rate of zero for the pre-incremental
performances. There was no evidence presented in this proceeding — and indeed no logical
evidence could be presented — to support an assertion that the bulk of the pre-incremental
performances under iHeart's "two bundle" concept would be priced at zero in an actual market.
To state the obvious, the creation of sound recordings is not costless, and prices are positive
because costs must be

recovered.'elatedly,

although iHeart would like the Judges to focus only on the incremental number
ofperformances and the incremental revenue, those incremental values cannot exist without
iHeart first paying for the pre-incremental performances at pre-incremental rates. To put the
point colloquially, "you cannot get there from here." That tautological point is not avoided by
arbitrarily attributing a zero value to the pre-incremental performances.

SoundExchange makes this point well by analogizing to a "buy one, get one &ee" offer.
If a vendor offered an ice cream cone (to adopt SoundExchange's demonstrative example at the
hearing) for $ 1.00, but offered two ice cream cones for $ 1.06, it would be absurd to conclude
that the true market price of an ice cream cone is the incremental six cents. Rather, this offer
indicates a market price of $0.53 — the average price for the two ice cream cones. Or, to take a
common example, tire sellers will often advertise a special where the buyer can pay for three
tires and get the fourth tire &ee. This is economically (and mathematically) equivalent to a 25%
reduction in the price of four tires. No one could go to the automotive store and receive only the
"free" fourth tire!

iHeart attempts to distinguish the ice cream cone example by noting that, in the present
case, Drs. Fischel and Lichtman are not eliminating a market-based price for the pre-incremental
bundle, but rather are eliminating a government-set rate that casts a "shadow" on the market.
There are several errors in this reasoning, First, the statutory rates were set after market

It is also unsupported by the evidence that record companies would forego all royalties in the hypothetical market
merely to obtain a promotional value from the playing of their recordings on a noninteractive service.
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participants provided the Judges in the prior proceeding with market evidence. There is no a
priori reason to conclude that the rates set in that earlier proceeding failed to reflect or
approximate market forces, and iHeart does not provide evidence as to why the Judges should re-
litigate its prior rates and reach such a conclusion.'econd, to use a zero rate in order to ~

remove the alleged shadow of the Judges'tatuto~ rate or a settlement rate would be, to put the
matter colloquially, throwing out the baby with the bathw'ater." A functionally zero rate for the
pre-incremental performances is no mere potential ~"shadow;~'t is an ink blot that obliterates any'conomicvalue inherent in the majority of the performances 'for'which'the'ates must bd
established.

Accordingly, the Judges reject iHeart's inc&mental a+rbach Md they'eject the $0.0005
rate its experts derived by using the incremental approach. To be clear, that incremental
$0.0005 proposed rate does not constitute a benchmark or a guidepost which the Judges have'eliedfor any purpose, and that incremental rate and the analysis from which it was derived has
not influenced the Judges in their determunation ofthe statutory rate in this

proceeding.'imilarly,

iHeart has not proffered evidence sufficient to show why the rates set in settlements between parties,
that both parties agree may be evidence of a market rate, fail to reflect, or at least appioximate, market rates as of the'imethey were set.

On a less colloquial and more economic basis, iHeart has confused an elasticity-type concept with price. iHear't
calculates the change in total revenue divided by the change in quantity. 'Such a proportionate change is not ~

equivalent to a unit price.

iHeart attempts to support its "incremental" analysis with three arguments'that't claims are confirmatdry of the
$0.0005 rate. See iHeart PFF Q 236-260 (and citations to thh redord&eijein)i Tlie Jiidgeh note that their rejection of
this "incremental" analysis moots the relevance of any attempt to confirm its purported contextual reasonableness,
Further, the fact that iHeart did not propose these approaches as benchmarks or as other independent bases to set the
rates makes them unhelpful and inappropriate as evidence to su&ort IHeIut's rate proposal. However,~ in the interest
ofcompleteness, the Judges note the following with regard to those arguments. First, Drs. Fischel and Lichtman
undertook what they called a "thought experiment," whereby they attempted to estimate a rate necessary for sound
recording copyright holders to maintain revenue at current levels'if 100% 1 listening to recorded music migrated
to noninteractive webcasting. (They concluded that the rate Would b@ $0 per play.) They also dhd the same'naly~the assumption that only 25% migrated to noninteractive seMce. ~ ey concluded that the rate would
be $0 per play.) However, Drs. Fischel and Lichtman a'cknowledge'hat this "th'ought experimetit" iS "n'ot
evidence ofwhat a willing buyer and willing seller would negotiate. 'i Fischel/Lichtman AWQT $ 128 (emphasis
added). Therefore, such speculation is irrelevant to the Judges. Second, Drs.'isehel'and'Lichtman perfoimed an
"Economic Value Added ("EVA") analysis of the costs, revenues and necessary ROI ofa "hypothetical simulcaster"
to ine th necessary for it to remain in business in the long-run, which they determined to be between !

$0 and $0 per play. However, as the Judges have lrepOatedly lteld,l ratel prdceedingS under Section 1 14 are
not pu 'c utility sty e proceedings whereby parties are guaranteed a rate of return. See, e.g., fFeb III Remand, 79
Fed. Reg. at 23107. Further, their EVA model was based on 'a satnple ofterrestrial radio firms that is not necessatily'epresentativeof simulcasters. Additionally, their EVA analysis fails to consider the rates necessary for record
companies to obtain a sufficient rate of return, so they have simply focused on the demand side of the matket aud ~

ignored the "willing sellers" on the supply side. Third, Drs. Fischel and Lichtman compare tuto for ~

satellite digital audio radio services (SDARS) and find that it suggests a per-play'ate of $0:to $0.
However, rates set by the Judges in other types ofproceedings are not'probative ofrates that s ould be set m this
proceeding, especially when the standards in the two proceedings are difeerent. T~he rate standard~ in SDA~RS
proceedings is different fiom the standard in section 114(f)(2')(B) for 'nonintetacti've serviCes. 'ee'7 U.S.'C g
801(b)(1)(A)-(D) (setting forth particular objectives that the rates must achieve).
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b. The Judges Find the Average per-Play Rate Indicated by the iHeart/Warner
Agreement to be a Useful Benchmark

Unlike the incremental rate derived by iHeart's experts, the "average rate," i.e., the stated
per-play rate contained in the iHeart/Warner Agreement, is a useful benchmark that, after
adjustment, is probative of the rate that would be paid by a Major, as a willing seller/licensor, to
a noninteractive service, as a willing buyer/licensee. 180

i. The Benchmark Passes the "Four-Part Test" derived from theJudges'rior

Decisions

First, the iHeart/Warner Agreement satisfies the sub-tests implicit in the Judges'rior
determinations, as outlined by Dr. Rubinfeld:

Willing buyer and seller test: the rates are intended to be those that would have been
negotiated in a hypothetical marketplace between a willing buyer and a willing seller.

There is no dispute that Warner was a willing seller in connection with the iHeart/Warner
Agreement. As one of the three Majors, Warner is a sophisticated entity capable ofnegotiating
direct agreements in a manner that it understands will advance its economic interests. Likewise,
iHeart is a leading noninteractive webcaster — not to mention one of the largest transmitters of
music across various platforms. iHeart thus without dispute is also clearly capable of
representing its economic interests in negotiating chrect agreements.

In the present case, the record is replete with voluminous submissions and substantial
testimony indicating the diligence ofboth iHeart and Warner in negotiating this direct
agreement. Clearly, each party was a willing participant in the legal sense; that is, each party
was under no compulsion to enter into the iHeart/Warner Agreement, and each party had the
opportunity to avail itself fully of all facts that it deemed pertinent before executing that
agreement. See, e.g., Amerada Bess Corp. v. Comm 'r, 517 F.2d 75, 83 (3d Cir. 1975) (defining
a "willing buyer" and a "willing seller" as parties not "being under any compulsion to buy or to
sell and both having reasonable knowledge of relevant facts.'").

Same parties test: the buyers in this hypothetical marketplace are the statutory
webcasting services and the sellers are record companies.

In the iHeart/Warner Agreement, the buyer/licensee, iHeart, is a statutory webcasting
service. The seller/licensor, Warner, is a record company. Clearly, this aspect of the statutory
test is satisfied.

Statutory license test: the hypothetical marketplace is one in which there is no statutory
license.

" In discussing the reasons why this average rate is a useful benchmark, the Judges find it helpful to organize their
finding by adopting Dr. Rubinfeld's characterization of the elements of the statutory test implicitly set forth in
section 114. See Rubinfeld CWDT $ 122(a)-(d).
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The iHeart/Warner .Agreement is a direct agreement between the parties. The rates
established in this agreement are not statutory rates. More pa,rtic'ularly,'t the time the
iHeart/Warner Agreement was executed, iHeart was obligated to pay royalties to Warner
according to the schedule of rates set forth in the SoundExchange/NAB settlement.'

SoundExchange asserts that, nonetheless, the rates in the iHeart/WarnerAgreement'are'oo

heavily influenced by the "shadow" of the statutory rates to satisfy this "statutory license
test." The Judges disagree. As with regard to the Pandora/Merlin Agreement„ it i.s crucial to
appreciate that the adjusted effective rate .in the 4ireCt license is less thaI1 thd default rate that
would otherwise control (the SoundExchange/NAB settlement rates for iHeart, and the Pureplay
rates for Pandora). Accordingly, Warner was under no compulsion to accept the lower rate
(compared to the SoundExchange/NAB . ettlement rate) set forth in the! iHeart'/Warner
Agreement; it could have rejected that rate and defaulted'to the higher SoundExchange/NAB
settlement rate. Instead, Warner agreed to the lower rate, in exchange for the anticipated steering
b iHeart of additional webcast performances ofWarner som!rd recordings (from approximately

% to ~% of total sound recordings)„Accord&&rgb&, ttte f&rdgles frndi that the '*statutory license
test" has also been satisfied. by the iHearlJWarner Agrt]:e&enti

Further, and as discussed in conn&ection with th'e Pandora/Merlin Agreement, the steering
aspects of the iHeart/Warner Agreement also satisfy a'statutory "tes't" omitted &om Dr.
Rubinfeld's four-part approach: the "effective competition" test., T]he steering aspect of the
iHeart/Warner Agreement reflects price competition — an increase in quantity (more
performances) in exchange for a lower p!ice (a low'er rate). All of the reasons set forth in this
determination in the analysis of the Pandora%Ierlin Agreement rtegarding the pro-competitive
aspects of such steering,, including the dparnic effect of a. threat of steering, apply with equal !

force to the iHeart/Warner.Agreement.'

Same rights,test: the products sold consist of a blanket license for digital transmission Of
the record companies'omplete repertoire of sound recordings, in c&ompliance with the DMCA
requirements.

It is not disputed that the iI-Ieart/Warner Agreement provides in pertinent part for a
license from Warner to iHeart to play Warner sound recordin s on iHeart's noninteractive
webcasting service. See SX Ex. 33 at~8~1~definin ") lll
2(a)(l) (granting right to play "ggQQg" o@'). Pursuant to $e

' See footnote 28, supra.
'" The Judges'etermination of the adjusted effective rate under the iHeart/Warner Agreement is discussed infra,.

iHeart notes that the threat of steering could cause steering to occur in a number of differentiated ways, e.g&,, with
one service making steering deals with several licensors, several hcensees making similar deals with the same
licensor(s), or a licensee making different deals with different licenses over time~, See iHeart RPFF at 6, n. 15.
However, the Judges need not rely on such specific predictio!Its. ln ~attIver iway's in!which the reality of steering
and the concomitant threat of steering-induced price competition develop, it is clear to the Juclges that, as Dr.
Shapiro explained, steering is the mechanism by which the complementary oligopoly power of the Majors is offset,
allowing the Majors to realize only their considerable (non-complementary) oligopolistic power generated by their
repertoires and their organizational acumen.
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iHeart/Warner A reement a'must
permit
iHeart to

Id. at . 8 1 . In turn Exhibit A to the iHeart/Warner A reement
re uires

; and allows a listener to
Id., Ex. A.

Accordingly, the Judges find that iHeart/Warner Agreement satisfies the core of the
"same rights test."

ii. The Average Rate in the iHeart/Warner Agreement

The Judges agree with SoundExchange that any use of the iHeart/Warner Agreement as a
benchmark must apply the effective average rate contained in that agreement.'ee SX RPFF $
844 ("The average effective rate approach ... is the proper analytical method ...." em hasis in
ori inal . The iHeart/Warner Agreement sets forth different per-play rates for

. The record does not reflect the reason(s) why iHeart and Warner negotiated an
increase in the rates t'rom a low of $0+ inQ to a high of $0+ in+ (and for any
renewal term thereafter). In any event, the parties'nclusion of specific per-play rates paid to
Warner in exchange for the right granted to iHeart to play Warner's sound recordings reflects the
parties'TA and WTP for the particular years. In the absence of relevant evidence
necessitating adjustments or legal conditions extrinsic to the parties'greement, the Judges
cannot second-guess the rates to which the parties have agreed in a benchmark contract that
otherwise satisfies the statutory test for a usable benchmark.

By applying the average rate explicitly set forth in the iHeart/Warner Agreement (subject
to potential adjustments), the Judges have obviated the protracted dispute between the parties
regarding the probative value of different models and projections of future growth of
performances and royalties. That is, in the absence of a "two-bundle" theory, theparties'xpectationsand projections are baked into the single explicit annual rate contained in the
iHeart/Warner Agreement. Regardless ofwhether actual performance eventually resembles the
"Today's Growth Model" relied upon by the iHeart Board, or some more pessimistic or
optimistic model ofprojections considered by iHeart or Warner, iHeart was contractually bound
to pay a fixed royalty per year, and Warner had the duty to provide iHeart with access to
Warner's sound recordings if those fixed per-play payments were made. Accordingly, the
Judges look to the average rate agreed to by the parties in the iHeart/Warner Agreement for
2016, which coincides with the first year of the statutory 2016-2020 period. That agreed-upon
rate is $0.~ per play.

The stated per-play rate is the equivalent of the "average" rate because it is the same rate paid for each
performance. That is, to use iHeart's parlance, there is only one "bundle" of rights, with each performance priced at
the same rate. The issue ofhow to adjust, if at all, that "average" rate into the average "effective" rate is discussed
infra.
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However, that average, stated per-play rate is not necessarily applicable, standing alone,
as a benchmark, if it is subject to necessary adjustments — upward or downward — to account for
other forms of consideration or to more accurately account for probative evidence related to the
rights available under the statutory license. The Judges turn to these issues in the next section of
this determination.

iiL Potential Adjustments to the'Ra'te Derived from the iaeart/Warner
Agreement

(A) General Considerations

A potential benchmark can include terms that provide a licerisor with additional
compensation, whether in cash or in kind, beyond the simple receipt ofmoney in excharige for l

the right to play sound recordings. In similar fashion, a potential benchmark can also provide a
licensee with additional compensation, beyond the dibasic right to splay sound recordings in
exchange for the payment ofmoney. When the pres'toposed benchmark hgreentent has
bundled such other items with the simple payment-for-plays obligation that mirrors the rate
provisions of section 114, the issue arises as to whether and how, if at all, to value these non-
statutory items.

As an initial matter, the Judges note that the parties have a strong self-interest to 'establish
values for non-statutory items that would support their positions. Thus, the Judges wouId
anticipate that the record companies and SoundExchange Would present specific evidence of the
monetary value for the non-statutory consideration~they received under'the contract that must be
added to the stated ("headline") rate on a per-play basis. More particularly, the Judges would'xpectthat the record companies'nternal valuations and spreadsheets would set forth their
understanding of these monetary values (not merely the existence of sotne unquantiQed value).
Similarly, the Judges would anticipate receiving expert testimony f'rom SoundExchange*s
economic witnesses, ascribing a monetary value to:such additional contractual consideration
allegedly benefiting the record companies, especially if there were rio contemporaneous intern@
valuations made by the record companies themselves. i

Reciprocally, the Judges would also expect Ito deceive~ evidence Rom the webcasters/
licensees with regard to their contemporaneous calculation of the nionetary value of contractual
consideration they allege to have received in addition to the basic right to play'ound'ecordings.
Also, and especially if such evidence did not exist, the Judges would expect to receive evidence
from the economic experts testifying on behalfof the webcasters/hcensees regarding the
monetary value of such additional forms ofconsideration supposedly b@ne6titig the'ebcasters/licensees.

The Judges'xpectation that such evidence'would'be profrei'ed is heightened'by the
accurate accusations hurled by each side that the other side was manipulating the terms of the
potential benchmark in order to influence the Judges in this &roceedinz. See, e. e;. 4/30/15 Tr.
1141- 1142 (A. Harrison) (

); 4/28/15 Tr. 508-09 (Kooker)

; 6/1/15 Tr. 6962 (Lexton) (acknowledging that any deal Merlin concludes will be
available as evidence in CRB hearings); SX Ex.102 at 3 (5/14/14 e-mail among Merlin
executives); PAN Ex. 5117 (same); 5/19/15 Tr. 4760 (Shapiro) ("My working assumption is that i
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everybody is aware of this rroceedino and how ... deals thev cut might affect it.") (emphasis
added); IBM Ex. 3517

.). It would be surprising, to say the least, ifparties who
anticipated that a direct deal would be used by an adversary improperly in this proceeding did
not develop evidence sufhcient to rebut that attack, unless no such evidence—factual or expert—
could reasonably be presented. Thus, when a party fails to provide such important, competent
and probative factual or expert evidence, the Judges are left with no evidentiary basis to support
the assertion that the alleged additional value ofother contractual items is sufhcient to alter the
rates and terms of the benchmark agreements in which they are contained.

With those general considerations in mind, the Judges now analyze particular issues
disputed by the parties regarding the valuation ofcertain items in the iHeart/Warner Agreement.

(B) AIP

AIP — iHeart's Artist Integration Program — allows Warner's artists to benefit Rom
particular advertisin z on iHeart's music-formatted radio stations and iHeart's websites, in the
form of

SX Ex 33 at 19 $ 5(a)(i). Clearly, such
advertising inures to Warner's benefit.

Additionally, the iHeart/Warner Agreement contains an express provision static that this
AIP Commitment" has an annual "fair market value of
Dollars (USD 0 )." Id. at $ 5(a)(ii) (emphasis added). SoundExchange argues

that there is no reason to require evidence of an internal valuation when the parties have agreed
to a "fair market value" on the face of their contract.

iHeart makes several arguments in an attempt to disavow this agreed-upon valuation:

AIP provides value to iHeart and to Warner because AIP content is
valuable to listeners and therefore also "helps build [iHeart's] brand ...
as [a] trusted curator" ...." 5/21/15 Tr. 5189-92 (Poleman).

~ Warner received AIP
and the $ reference was intended to reflect

. 6/2/15 Tr. 7312 (Cutler).
~ iHeart's commitment to AIP therefore

was in the nature of "insurance," rather than a granting ofan additional right. See
IHM RPFF at $ 815 (and citations to the record therein).
Neither iHeart, Warner, nor Universal treated AIP as a'" and iHeart

. Id. at f[ 817 (and citations to the record
therein).
The $ 6gure was derived from iHeart's advertising "rate card" as a means
to measure that Warner got

. 5/21/15 Tr. 5190 (Poleman).
~ In its own projections, Warner declined to value AIP because AIP

6/3/15 Tr. 7500
(Wilcox).
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The Judges 6nd that the AIP provision in the iHeart/Warner Agreement does not support
an increase in the effective average per-play rate derived Rom that benchmark. As an initia1
matter, the AIP language in the iHeart/Warner Agreement does not state that the ymties agreed,
that, inter se, the value of the AIP terms is $ . Rather, the iHeart/Warner Agreement
sets forth a representation of a purported general economic fact regarding a "market" — a
statement that that there

. However, that assertion of supposed "fact" is belied by the record. It is
undisputed that iHeart provided AIP to Warner (aniIi toi Sotiy andiUmversal) prior'to the.
formation of the iHeart/Warner Agreement, and that iHeatt continued to provide AIP

to Sony and Universal after the execution of the iHeart/Warner. Agreement. 5/21/15 Tr.
5343-44, 5348 (Fischel); 6/2/15 Tr. 7312, 7335 (Cutler). It is also undisputed:— and clear &om.
the iHeart/Warner Agreement—
further negating the existence of any market value. SX Bx. 33 at 34, $ 18(g).

As Mr. Poleman, an iHeart witness, testi6ed: "these rlionetar r fjgtn'es )erye no oIher
purpose than . I Thesei monetary', 6g ure s

do not reflect
Poleman WRT at $ 22.

The Judges 6nd these undisputed facts to demonstrate that there was no actual "market"
in which Warner procured AIP Born iHeart. If such a market existed — with a fair market value
of$ for the AIP provided to Warner — it would: have been irrational for iHeart simply
to give away such substantial value (e.g., the equivaltmt ofI% ofBr. Rubinfeld's proposed rate:
for 2016 and of the NAB/Soundaxchange sett1ement rate for 2015). See 5/28/15 Tr. 6284
(Rubinfeld) (AIP at a value of $ per year would mise the effeotive rate by $0.Q per
play).

Rather, the Judges find guidance for the meaning and of this "$ " Qgure — as it
relates to the setting of rates in this proceeding — in the context of the contractual clause in which
it is contained, which states: "[iHeart] shall provide Warner AIP insertions in eachAgreement.'ear

... that (i) have a fair market value ofat least ... $ per
Agreement

Year; and
represeat at least ... ~% of all Alp inventory in eacIt d typ srt md~ un!skat." lSX Ets. 33, at 19.:T:
5(a)(ii). This provision is consonant with iHeart's exp1anation that the $ 6gurewas'sed

to establish i +d titerefore is not a mo etaIy
value that the Judges may simply pro-rate (and thereby grossly inQate) the benchmark rate.

The JudgeS find that the COntraCtual remedial prOViSiOnS re p
'" y - 4TP at31111f irt their fi 1di 1tfa ir i thiq reaarfl..

PerFnrma11ce nf the A"P tcrma renuirefl iT-"fart Rrirl Warner tn
" " '" i'-+rt/V/arrer

Agre'" ' 1 wr "" '" """ '1erandÃeart'''e'3TTr ~,a ~ r,

R. 111!' a R TBmef V ''fll'1l'I RC 1

tuarner.iar o itamec m tie i.-..eartf tt amer Agreement
'1ia rf mef ia btrn1iiain!1.iiit1er mf icataq t tat

Determination ofRates and Terms
2016-2020 (Web IV) - 162



The Judges also find that iHeart's willingness to provide AIP~ to record companies
was rational. As Mr. Poleman testified, see supra, AIP campaigns provided information about
sound recording artists that served to build iHeart's brand as a trusted "curator" ofmusic for its
listeners. Thus, AIP had value to both the record companies and iHeart, which would explain
why a sophisticated entity such as iHeart wouldQ AIP time~ to record corn enies.
Relatedl the Jud es note internal iHeart communications indicating that iHeart

The Jud es further find that the testimon b Warner's executive, Mr. Wilcox, confirms
that the "$ " figure was used as rather than a statement of
value that the Judges could simply add to the effective rate under the iHeart/Warner Agreement.
The following testimony on direct examination is telling:

Q: Did iHeart represent to you [AIP] had value, monetary value?

A: Yes.

Q: What was that amount?

A: Well, ultimately it was agreed on that we would say that it was~~. They were contending it was worth more and that was a conservative
estimate. Ultimatelythey ga,ve us the g CPM number as a way to value the
different impressions that were available to us through AIP. So that was
ultimately where we agreed to settle in terms ofvaluingit.'/3/15
Tr. 7388-89 (Wilcox). This testimony reveals two points: First, the valuation was

negotiated to establish a quantity term for AIP. Second, this testimony does not indicate any
reference in the negotiations to a "fair market value" for AIP that the parties later simply plugged
into the iHeart/Warner Agreement. See also 6/2/15 Tr. 7318 (Cutler) ("This is a sort of a quick-
and-dirty formula where we took a hugely averaged rate and applied it to what we — you know,
ultimately these promotional spots in these AIP programs.").

The Judges also find credible and important the undisputed fact that no party, and no
record company, considered that AIP could be valued as a cash equivalent. That is consistent
with the findin that the AIP term in the iHeart/Warner Agreement was intended as an~

, rather than a valuing mechanism for dramatically inflating the
effective per-play rate in that agreement.

The Judges decision on this issue is also informed by the negotiating position taken by
Warner. In particular, under cross-examination, Mr. Wilcox, the testifying Warner executive,

ch,
ona y,

I
is)

'" "CPM" is cost per thousand advertising impressions. 4/28/15 Tr. 419 ( us, the Q per 1,000
impressions factor can be used to determine the quantity of impressions if is substituted for the Q
figure. Impressions are viewed or heard ads. 6/3/15 Tr. 7403-04 (Wilcox).
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when asked if "you told the iHeart representatives during negotiations that you thought AIP was
worth zero," testi6ed: "I don't have a specific recollection right inow, but ... that would have i

been consistent with the negotiatingposture thatImight have taken." 6/3/15 Tr. 7466 (Wiicox)
(emphasis added). This testimony undermines Warner's assertion that the Judges should simply
add $0.~ to the per-play rate derived trom this heachmerh, whee Warner's own witaess had:
claimed in negotiations that AIP had no value. Moreover, even ifMr. Wilcox's assertion
represented only his "negotiating posture," then the Ju'dges find that iH'cart's representation'f 'a

positive value, including the $ 6gure plugged into the agreement, was also the
consequence ofnegotiation rather a declaration of fact as to the existence pfa "fair parget
value" of $ ." Finally, the ludkes do not find )relhhle her. Wilcox's testiiaony that he
was informed by iHeart that it would AIP, in light of the absence ofany'ocumentsufficient to corroborate that assertion, and in light ofithei factt that iHeart has not i

AIP. MiiretIve), eyenlif iiIeart had trdten such a .

negotiating position, the Judges do not find, after listeiiing tol Mit. Wilcox'4 tektiniong, that he,
genuinely believed such a change in AIP policy was forthcoming.

The Judges do recognize that, by converting A'IP Rom a discretionary, voluntary program .

to a contractually binding commitment, iHeart provided Warner'with what Drs. Fischel and
Rubinfeld both considered to be "insurance" value. However, neither party through a fact or
expert witness presented any basis to create a monetary value for this "insurance." Therefrom e,'heJudges are presented in this context with the conutidrtim ~of an itenl of'ostensible (insurance) i

value that has not been valued by the parties, but is tendered to the Judges w ithout evidentiary
guidance. The Judges return to the point made in the Gerieral Considerations section.
SoundExchange, through Dr. Rubinfeld, acknowledges that there is some insurance value in the
conversion ofAIP into a contractual commitment, yet SoundExchange did not present a method
for valuation. iHeart, through Dr. Fischel, avers that this "insurance" value would be quite 'small,'ndhe too did not provide a monetary value. If a pasty had the understanding that an element
within a benchmark could be valued in a manner that would further support its position, the
Judges would expect that party to present evidence in that regard. Here, SoundExchange
declined to do with regard to the "insurance" value of the coiinversion ofAIP into a contractual
commitment. The Judges therefore find that such unquanttified 'tinsurancel'alue cannot be
added to the effective per-play rate under the iHeart/Warner Agreement.'

The irony surrounding this issue is not lost on the Judges. In this proceeding, Warner claims AIP has si caput
value. in fyrdef tn inflate the benchmark, but claimed during negdtiatibns ithatlAIP had no 'value, i5 order tty

. 6/3/15 Tr. 7466 (Wilcox). Likewise, during negotiation'a, iHeart touted the ben 's ofAIP,'tutmmimizes its signitlcance during this proceeding, in an attempt to avoid an increase in the effective benciimark
rate. Such switching of positions, combined with the other issues discussed in this section regarding AIP,
underscore the indeterminacy of AIP's impact, ifany, on this beiichniark!
" Also, the unquantified value of any "insurance" aspect of the contractual AIP commitment would have had to be
offset against the value ofother non-pecuniary items in the iHeart/Warner Agreement that favor iHeart, as discussed'nfra.
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(c)~
the is a rogram by which Warner may

. See SX Ex. 33, Ex. F thereto.
SoundExchange asserts that it has a quantifiable value to Warner that must be pro-rated across
the number ofperformances and added to tahe er-play rate. However, the record indicates that
Warner did not engage in any valuation of~ contemporaneous with the negotiation of the
iHeart/Warner Agreement and that Dr. Rubinfeld did not perform any such expert economic
valuation. 5/28/15 Tr. 6437 (Rubinfeld).

Rather Soundgxchange's entire argument in support of a valuation, in excess of $$
, for is based upon the hearing testimony of Mr. Wilcox. He derived this

value &om a single campaign undertaken by Warner after the iHeart/Warner Agreement
had been executed. Wilcox WRT at 14, n.9. However, as iHeart points out, Warner's post-
execution performance — or, more accurately non-performance — contradicts this attem t at a

erformance-based valuation. That is Mr. Wilcox did not dis ute that Warner had

6/3/15 Tr. 7452 (Wilcox). Thus, the Judges find that, even to the extent that post-contract
performance mi ht be heel ful in determining value, Mr. Wilcox's testimony as to a value in
excess of $ for~ is simply not credible.

In this context as well, neither parties'egotiators nor its economic experts set forth a
monetary value. The rebuttal performance-based testimony that SoundExchange relies upon
&om Mr. Wilcox to demonstrate that had value is simply insufficient when considered
against Warner's failure to , and in light of the fact that the Judges did not
find Mr. Wilcox to be a particularly credible witness. Accordingly, the Judges do not find that
the inclusion of~ rights in the iHeart/Warner Agreement supports an increase in the
effective average per-play rate derived &om that agreement.

(D) The Agreement

The Judges decline to include in the average effective rate an value derived t'rom the $$
payment by iHeart to Warner for rights under the Agreement. As an

initial matter, this agreement is not even part of the iHesrt/Warner Agreement. Second, the~~ Agreement contains an integration clause which, as iHeart correctly notes, by its plain
language declares that it is the entire agreement between the parties and thus excludes reference
toanyotheragreement, suchastheiHeart/WamerA reement. SXEx. 1339. The Jud es further
note that the iHeart/Warner A cement

SXEx. 33 $ 18(c). Third, the
Agreement provides for a payment of $ in exchange for a specific set of rights unrelated
to iHeart's right to play Warner sound recordings on iHeart's noninteractive service. Fourth, it is
irrelevant that Warner was aware of, and made reference to, the Agreement value
when it considered the value of its forthcoming relationship with iHeart. Indeed, as iHeart points
out Warner's internal models and other documents identified the Agreement's $

payment obligation as a distinct payment for . See iHeart RPFF tt 828
(snd citations to the record therein).
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The Judges also agree with iHeart's argument that the 5 payment obligation in
the Agreement presents the Judges with an issue ofa/location rather than
valuation. See iHeart RPFF $ 830. The fact that the Agreement contains an
unambiguous integration clause underscores the fact that the rights and payments under that
contract must be allocated only to that contract. The Judges therefore fmd that the $
payment to Warner by iHeart under the Agreement is properly allocated to that.
agreement for the provision of , and cann'ot be attributed to the valuation of the
parties'ights — and rates — under the iHeart/Warner Agreement.

(E) Other Unvalued Contract Items ~

As noted supra, SoundExchange asserts that the effective average rate under the'Heart/WarnerAgreement must be increased to reflect the value of additional contmct items,
including:

~ The marantee that iHeart would

even if such steering I ell short cf tlat lpveIL ",

~ The alternative percentage-of-revenue rate in the greater-of formulation

~ The additional $ payment guarantee by iHeart even if it never played any
Warner sound recordings

~ The guantntee that Warner would receive at least the same
tIe it de pgcr tc the iKetjrl/Nercer

Agreement.

~ Warner's , which iHQ ccQd

~ Royalties paid for

See SX RPFF $ 889 (and citations to the record thereiri).

With regard to all of these items, notwithstanding any potential monetary value that'ightbe associated with them, neither Warner nor SoundExchange established values for taresh
items. Indeed, SoundExchange acknowledges that, when the Judges asked Mr. Wilcox whether
Warner had assigned a number value to "these provisions~" he admitted that Warner l'could,not
be certain." 6/3/15 Tr. 7409 (Wilcox). As the Judges noted in the General Considerations
section of this analysis of the iHeart proposal, if the party that seeks to increase (or decrease) an
otherwise effective benchmark rate to account for other items ofpotential value cannot or has riot

The parties disputed whether the pre-agreement pro rata level wasI% orI f~%. That dispute related to a
measurement of the "two bundles" hypothesized by Drs. Fischel &d I.icl" »taR i»t s',~tert 1 itr &ht J»dt es in this I

determination. Under an average rate approach with a steering-based: % pro rate
share, it is irrelevant whether the pre.contractpm rata Warner shlare tttn il: leartt wc s

( ( / ( fili or [ $ %.
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provided evidence of such value, when it was in its self-interest to do so, the Judges cannot
arbitrarily adjust or ignore that otherwise proper and reasonable benchmark.

(F) Offsetting Value to iHeart in the iHeart/Warner Agreement

iHeart &oints out that the iHeart/Warner Agreement also provides value to iHeart in the
form of: (11 a rovalt r ceiling that serves as de facto insurance against
a

and (2) most-favored-nation
status at least equalizing iHeart's terms with Warner's terms in any agreement with
Fischel/Lichtman AWDT $ 38. However, the chronic problem the Judges have referenced supra
applies here as well — iHeart did not attempt to place a value on such items. Id. at $ 39 ("It is
difficult to precisely quantify the value of these various non-pecuniary terms [and] iHeart "made
no explicit attempt to value these terms.").

However, Drs. Fischel and Lichtman point out that because both parties failed to value
such terms, it is acceptable to "assume[] a net value of zero for these terms." Id.; see 5/28/15 Tr.
6435-37 (Rubinfeld) (acknowledging that he failed to attribute numerical dollar values to items
in the iHeart/Warner Agreement that bene6ted each party respectively).

The Judges disregard these unvalued items; not because, as Drs. Fischel and Lichtman
assert, they should be presumed to have a net value of zero. Rather, as stated in the General
Considerations section, the Judges tie the indeterminacy of the net value of these offsetting items
to a (perhaps tactical) failure ofproofofvalue by sophisticated parties. As Dr. Rubinfeld
acknowledged in a colloquy with the Judges:

[JUDGES]

[I]f iHeart is paying a ... rate based on dollar denominated items and gets some
other non-dollar denominated value — net value to iHeart as if it was paying some
lower rate because it got new items ofvalue — ... we just can't value them
because nobody did and we don't have the evidence to do so.

[DR. RUBINFELD]

Yeah, that's possible.

5/28/15 Tr. 6439. Continuing further, the Judges reiterated that for these other items ofvalue,
"the sign is moving plus and minus" but "without dollar values attached by the experts or the
parties in their contracts or their negotiations," and lamented that they "have no way ofvaluing
them ...." Dr. Rubinfeld responded by commiserating, acknowledging that he too did not, and
instead he simply fell back to a non-sequitur — noting unhelpfully that his proposed rate was
closer to the "actual NAB rates ... than [Dr.] Fischel's proposed incremental rate." Id. at 6439.
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(G) Ad'usting the iHeart/Warner Benchmark Rate to Account for
g ~ and Thereby Equsctiztng the Number of lqoyalfy-Bearing;
Plays betwteen the Benchmiark and the Statute.

Drs. Fischel:md Liclhtman note that an iHeart listener is entitled to~'er. hour
per station or channel, for which iHeart is not required to pay royalties., Fi.schel/I ichtman
AWDT tt 35'X Ex 33 at 15')t 3(b)(i); i't 38 Ex A theren1. They note, after settmg forth the
number of~ and perfonnance., that, "[ii]in July 201ct,gg ... constituted approximatelyI
percent of all iHeart custom performances, so that the functional per-performance rate paid ~on ~

these contracts is approximately I% lower thats the statutory per-performance pureplay rath."
Fischel/Lichtman AJVDT 61 & n.9. Tide ig/ adju.,tment is very close to Dr. Rubinfeld's
skips adjustment factor tof which also included an offset for:increased plays by virtue of the
royalty value ofhng gI under lds inta)ac)tve be)tclrInark agreements).

If Drs. Fischel and I.ichtman had applied that I% reduction. to the otherwise stated i

average rate of $0.Ig for 2013 in the i] Ieart/VVar)rerTAgiee)nerIt, they would. have equalized
that rate to a statutory rscte of $.0 g$ . However, Dr.*.. Fiischel and Lichtman adjust their 2013
stated average rate 6 am $0.gI to $0.. goundExchsnge avers that it appears t'rom iHeart's
own documents however that this $0. rate reflects an incorporation of the Pureplay rate
rather than a calculation to adjust for See SX Ex. 2!21 at 1~, 4 4 n.211

In response to this criticism. iHeart d.oes not refer the Jud es to an ev:idence of
calculations it did to suppo&t a sIggi reduction trom $0. to $0.. Rather, iHeart
simply declares SoundExchange's reliance on SX Ex. 221, iHeajt's own document, is
insufficient to call into clue.",tion the gg) adjustment proposed by iHeart. $se iHeart RFFF 'at'19-20.

The Judges fjlnd that SoundExchange's criticism is appropriate, In order to reflect not
only the~ adjustment, but also to make an adjustment to reflect plays of gg,
the Judges adopt Dr. Rubinfelcp s ~,adjustment to equalize the number of plays as between this
benchmark and the statutory rate. Thus, the 2013 rate of '$0., as noted, above, would
equalize to $0.~g.

More importantly, f'or the fust ear of the statuto eriod at issue, 2016, the stated
avera e rate is $ 0 II. Applying; a( l adjustm)nt )sf r)su)ts in tm equalized rate of
$0.. (Even appian iHesrt's proffered I% katd reduciiod for tide factor would result in
an adjusted rate of $0.~ ~, befbre any consideration of additional )'"

190

.W~WAN~)1~
vith iHeart's alleged app~ ica ion f a~ adjusttne webcasts

ch Soun c o/ e djukted for ecauset ese i

stations —do not . e + P F ($ 8dI9-8 and citations to the
record therem . 1 cart lspu.tes t qf rtion. Scge at p.120 (and citations to the record therein).
SoundExchange also combined its ~ criticism in this rega)rd kith Id sel)J riticism regarding the treatment of
"digital only" transmissions by iHeaftMeadirjtg Dr. Rubinfeld~to make a $0 upward adjustment to account for
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c. The Percentage of Revenue provision in the iHeart/Warner and iHeart/Indies
Agreements

The iHeart/Warner Agreement contains a greater-of rate formula that includes a

I% rate, depending upon the year of the agreement. SX Ex. 33 pp. 1$-16, $3(h)(ii).'or

the reasons set forth in the Judges'omprehensive rejection of a greater-of structure
with a percentage-of-revenue prong, the Judges do not include these iHeart greater-ofprovisions
in the benchmarks they derive from the iHeart/Warner Agreement and the iHeart/Indies
Agreements.

d. The Judges Consideration of the 27 iHeart/Indies Agreements

iHcart has calculated an average royalty per play for Indies of $0.~. Fischal/Lichtman
AWDT Ex. D therein.'owever, the iHeart/Indies Agreements apply the per-play rates that
have a set (i.e. avera e er- la rate that controls for each year.'hose per-play rates are all
equal to the rates and therefore are less than $0.~. See, e.g., IHM Ex.
3353 tt 1(w) (the iHeart/Next Plateau Entertainment Agreement). Thus, iHeart apparently has
derived that $0.~ rate b addin to the stated custom rates its per-play calculation of additions
to the rate arising from the revenue to which Indies are entitled under the
iHeart/Warner Indies Agreements.

As the Judges noted with regard to the revenues in their analysis
of the proposed rates for simulcasting, these revenues are simply too indeterminate to support a
rate analysis by the Judges. The Judges incorporate those findings here, and find that the 27
iHeart/Indies Agreements are not usable as benchmarks, guideposts or other evidence to support
the rates set in this

proceeding.'oth

of these issues. See SXPFF $ 851 (and citations to the record therein). SoundExchange did not clearly and
sufficiently explain its position on these combined issues, and the Judges therefore decline to make the $0.0001
upward adjustment advocated by Dr. Rubinfeld.
192

The iHeart/Ings Agreements contain a greater-of structure that, as noted above, fixes the percentage-of-
revenue prong at g™%. See, e.g., IHM Ex. 3353 at pp. 7-8, tt 4(a)(iii)(A). However, as stated in the text, supra, the
Judges find these agreements not to be probative.

Drs. Fischel and Lichtman also calculated an "incremental" per-play rate for Indies of $0.~. Id. The Judges
reject that rate for the same reason they rejected the $0.0005 "incremental" rate they proffere~under the
iHeart/Warner Agreement.

The greater-ofpercentage of revenue alternative was never triggered. Fischel/Lichtman AWDT $ 61.

To be clear, the Pandora/Merlin effective rate is $0.~ — below the Pureplay rate because of the steering
provisions in that agreement. See supra. Pandora ha(fl3een subject to the Pureplay rates and utilized steering to
induce the Merlin members to agree to a lower rate in exchange for more plays. The same concept (albeit~

ent rates) uncs the 27 iHeart/Indies Agreements. These 27 Indies agreed to reduce the rate to $0~ in
from the $0.~ settlement rate on which they could have insisted, in exch

mcentivizes iHeart to steer more plays to them plus some indeterminate amount of
revenues.
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F. Sirius XM Rate Proposal

1. Proposed Royalties

Sirius XM proposes a per-performance royalty rate of $0.0016 for each year of the rate ~

term for all commercial webcasts. Id. at 1.

Sirius XM proposes that the section 114 digital sound recording public performance
license applicable to commercial webcasters for the 2016 — 2920 rate period be $0.0016'per-
performance. In support of this rate, Sirius XM avers that a tone of reasonableness can be I

established for the statutory rate. The high end of the zone, according to Sirius XM, is the
$0.0016 per-performance rate, which represents the lowest rate ttontained in the 2009 WSA
settlement agreement between SoundExchange and Sirius XM. The low end of the zone,
according to Sirius XM, is represented by several "guideposts," i.e., the low end of the estimated ~

range ofproposed rates proffered by the economic experts who testi6ed on behalfof'the other
Services who participated in this proceeding. That lower bound, according to Sirius XM, is
$0.0011. See Sirius XM PFF Q 65-68.

Sirius XM did not produce an expert witness th tekt@ in~ suPpoit of itsl rate piop6sal.
Rather, as noted above, Sirius XM relies upon the lowest rate within its WSA with
SoundExchange and the work of the other Services'conomic witnesses to support its range,
endpoints and proposed rate. Thus, the probative value of the Sirius XM rate is dependent in I

large measure upon the Judges'nalysis and conclusions regarding the models proffered by these i

other experts. Indeed, Sirius XM does not attempt to independently support the work of those'therexperts. Instead, Sirius XM devotes the bulk of its independent argument to ari analysis of'tsWSA settlement agreement.'.

Sirius XM's Arguments in Favor of its Rate Pro'posal'iriusXM'sp~ business is broadcasting on a subscription fee basis over its two
proprietary satellite systems. However, it also provides a simulcast of its satellite broadcast over
the Internet. SXM Ex. 6000 /[ 20 (Frear WDT). Thus, Sirius XM's Internet radio service is
primarily a simulcast of Sirius XM's satellite service. Id. $ 27 (emphasis added).

Sirius XM also offers as an Internet service a noninteractive~ feature, "My'Sirius XM," at
no extra charge to its Internet radio subscribers. Id. at $ 28. (Sirius XM also offers an on-
demand service, "Sirius XM On Demand," that is not subject to the section 114(f)(2)(B) rates),
The noninteractive, non-simulcast service, My Sirius XM~, allows subscribers toslightly'ersonalizea select group ofmusic and comedy channels ~from the satellite service, to adjust for
characteristics like library depth, familiarity, and music style. Id. at $ 28.

Although Sirius XM asks the Judges to rely on the low end ofthese "guideposts," it notes that the high end of
these "guidepost" ranges from the other Service economic experlh is $0.001 Q hier than the'top'of its proposed
range and its proffered benchmark of $0.0016.

For this reason, the Judges need not discuss the merits Sirius XM's proposed range or, in particular, the low end
of that range. The relative merits of the benchmarks on which SiYius X54 relies.are discussed:in the sections of this
determination dealing directly with those other benchmarks.
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Although introduced as a response to truly customized Internet radio like Pandora, My
Sirius XM does not provide the same amount of customization. My Sirius XM begins &om the
same playlist created by human curators for a satellite radio channel, and narrows that playlist
slightly by manipulating a few sliders, which emphasize or deemphasize broad characteristics
common to the relevant genre. 5/22/15 Tr. 5419-21 (Frear). For example, listening to the '60s
channel through My Sirius XM might allow the subscriber to emphasize more late '60s music,
more early '60s music, more electric music, or more acoustic music. Id. at 5419:19-25. My
Sirius XM allows users to shriM the playlist by adjusting for these characteristics—but does not
permit users to expand the playlist &om that of the satellite radio channel, Id.

The Sirius XM Internet radio service is a minor part of Sirius XM's overall business, with
its self-pay subscription revenue (i.e., excluding trial subscriptions) accounting for only g% of
Sirius XM's total revenue. Frear WDT at $ 29. Usage of the non-simulcast My Sirius XM is
low even in comparison to the usage of Internet radio simulcast channels. Id. at tt 28.

Sirius XM points out the relatively low importance ofnoninteractive services to its
overall business model in order to explain why it entered into the WSA with SoundExchange in
2009 — and why that settlement agreement was and remains not probative of market value and
lacked the persuasive value attributed to it in the Web IIIRemand. In this regard, Sirius XM
avers:

As a result of the W'ebcasting II rates, Sirius XM made the decision to drop all
&ee streaming on both the Sirius and XM platforms, a decision that resulted in a
m-g% drop in the Internet radio service* a reported listening hours and a
resulting decrease in royalty payments to SoundExchange. Id. at $35; 5/22/15 Tr.
5416-17 (Frear).

 By late 2008, Sirius XM had insufficient cash to repay hundreds ofmillions of
dollars of debt scheduled to come due in February 2009, and was unable to access
the capital markets to refinance this, and other, debt. Frear WDT at tt40.
The pre-merger predecessors to Sirius XM, Sirius and XM, had recently spent
over $ 150 million on merger costs alone. Id. at $46.
Sirius XM narrowly avoided filing for bankruptcy protection when a potential
lender agreed to provide a loan that narrowly enabled Sirius XM to avert a default
on its debt and bankruptcy, Id.; 5/22/15 Tr. 5430 (Frear).

o The Sirius XM stock price reflected its fell &om over $4.00 per share in January
2007 to a low of $0.05 per share on February 11, 2009, causing NASDAQ to
issue a delisting notice to Sirius XM. Id. at tt 45. On September 15, 2009, Sirius
XM received a delisting notice &om NASDAQ. Frear WDT at tt45.

In the context of the severe financial stress affecting Sirius XM's entire business, and the
Internet radio services'xtremely low usage and importance to its core business, Sirius XM
believed it had no sensible option other than to accept the deal offered by SoundExchange. If it
had not taken the deal, Sirius XM would have been required to continuing paying the higher
Webcasting II rates. At the same time, NAB simulcasters with which Sirius XM's Internet radio'ervicecompetes would be paying the lower WSA settlement rates, and Pandora would be
paying a small f'raction of the 8'ebcasting II rates, putting Sirius XM at a significant competitive
disadvantage.

Determination of Rates and Terms
2016-2020 (Web IV) - 171



Although Sirius XM could. have refused to sigi!i the WSA with SoundExchange and ~

instead sought lower rates in the t]aen-foithconuing Web IJIproceeding,'the low listenership to the
Internet radio service meant that the cost of participation in that proceeding could far exceed any
possible future savings:in royalty payments. Although Sirius XM attempted repeatedly to
negotiate a more significant reduction, SoundExchange consistently refused to materially move
off its opening offer of essentially matching the NAB tates..'5/22/15 Tr'. 5435-'36 (Frear). With
no other option that would have a less costly net result, Sirius XIVI entered in to the WSA
settlement agreement with,SoumdExchange. Id., at 5434-35.

Then, according to Sirius XM, two days before the deache ~on which Sirius XM and
SoundExchange were required to close negotiations—'and. after the parties had already agreed hn
the rate schedule and finalized their deal—Michael Huppe (the party negotiating on behalf of
SoundExchange) added an extra term into the Agreem~ent!, requiYing~ that it'be precedential under
the WSA. 6/3/15 Tr, 7627-29 (Huppe); 5/22/15 Tr. 5443-54 (Frear). Having already failed to
advance its other interests in negotiat:ions, S:irius XM agreed to this new term requiring its WSA
settlement agreement to be precedential, concluding negotiatiions and consuimnating the
agreement before the statutory deadline. Id, at 5444.

For the foregoing reasons, Sirius XM maintains that the rates in the Sirius XM WSA
settlement agreement do not reflect any industry-wide fair market value for the license. Instead,
it claims that the rates are a, product of: (1) the EE"eb II rates, which, in Sirius XM" s view,
Congress found to b so wildly supracompetitive as to warrant Congressional intervention and
which would continue to apply in the absence of a settlement; (2) SoundExchange's monopoly~
power as the only entity that could provide auiy effective relief from those rates; and (3) the
exacerbation of that imbalance in bargaitiing power caused by variotis &'mrtlatr".d circumstances
affecting Sirius XM at the time of the negotiations. Sirius XM Ex. 6000 $ 52. Sirius XM fiirther
avers that, by contrast, neither SoundExchange nor its coiistitueiit recor'd companies had similar
countervailing pressures that could have mitigated this extrenie imbalance. Id. at $ 57 (and
citations to the record therein).

Nonetheless, Sirius XM proposes, that the Judges rely'on'the WSA settlement agreement
between Sirius XM and SoundExchange., by adopting its lowest rate, $0.0016, not only as tlie
"the outer boundary of a range of reasonable rates,!'ut also as the rate'to be set in the present
proceeding, See Sirius XMPFF $ 64. Additionally, S!irius XM does notpropose anyrate
escalation or reduction over the 2016-2020 period, whether to reflect inflation, deflation, or any
other factor, Finally, Sirius Xlvl does not propose a two-prong rate structure embodying any
other rate formula than the per-plaLy struc:ture.

3. SoundExchange's Opposition to the Sirius XM Rate Proposal

SoundExchange opposes t]he Sirius XM rate proposal, on,several grounds. First,
SoundExchange rejects Sirius XM's . uggestion that its settletnent contained above-market rates,
because Sirius XM volu!ntarily agreed to those rates, even though it was under no compulsion to
negotiate with SoundExchamge. See SXIU'FF $i 1022. Sdcoiid, SourrdExchange states that Sirius'M

is flatly wrong to suggest that its negotiation with~ Sound~Exchange did. not "mov[e] the~

needle with respect to royalty rates." In fact, Sirius XM was not'nly able to negotiate rate lower
than the then-prevailing statutory rates for 2009, 2010„and 2011, but it was also able to negotiate
lower rates for 2013., 2014, and 2015 than were contained in the NAB settlement. SX PFF '(
1079; SX RPFF $ 1027.
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Third, when SoundExchange, through Mr. Huppe, informed Sirius XM that
SoundExchange wanted the settlement agreement to be precedential under the WSA, Sirius XM
voiced no objection whatsoever in its email response less than an hour later. NAB Ex. 4235.

Fourth, SoundExchange argues that basic economics suggests that any financial distress
Sirius XM was experiencing at the time should have reduced, not increased, its willingness to
pay royalties for webcasting. SX Ex. 29 $ 228 (Rubinfeld Corr. WRT).

Fifth, Sirius XM had a number of alternative options in addition to agreeing to the
settlement with SoundExchange. Specifically, SoundExchange notes that Sirius XM instead had
the option to:

litigate in the Web III proceeding and seek lower rates &om the Judges;
avoid the cost of litigating Web III and simply awaited the Judges'ate
determination (a "costless option" according to SoundExchange); or
avoid the statutory license completely and enter into direct licenses with the
various record companies.

SX PFF $ 1077 (and citations to the record therein).

Sixth, SoundExchange notes that Sirius XM — despite its asserted financial difficulties—
continued and expanded its noninteractive services, even though it asserted that such services
were an insignificant portion of Sirius XM's total subscribership revenue, Moreover,
SoundExchange notes, Sirius XM's internet revenue grew trom $~ in 2010 to $~~ in 2014 while Sirius XM was paying rates under its WSA settlement agreement with
SoundExchange. SX PFF $ 1078 (and citations to the record therein).

Seventh, SoundExchange asserts that Sirius XM's rate proposal has no sound basis.
According to SoundExchange, the proposal was simply plucked Rom the first year of the Sirius
XM WSA settlement. Id. $ 61. Moreover, according to SoundExchange, Sirius XM's reliance
on the low-end rate in an agreement that its principal witness, Mr. Frear, now expressly
disavows, is arbitrarily selective and internally inconsistent. SX PFF $ 1081.

4. The Judges'nalysis of the Sirius XM Rate Proposal

The Judges reject Sirius XM's argument for a number of reasons. First, the Judges
decline to re-litigate the probative value of the 2009 WSA settlement agreement between Sirius
XM and SoundExchange. That agreement was entered into more than six years ago, and
therefore does not represent the present state of the noninteractive market, absent affirmative
evidence to the contrary. Whether Sirius XM was compelled by its financial circumstances or
not to enter into that settlement might have affected the relevance of that agreement as a
benchmark in Web III, but it has no significance to the Judges in the present proceeding. Indeed,
as SoundExchange notes, it is inconsistent for Sirius XM, on the one hand, to criticize the
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benchmark value of its 2009 WSA settlement agreement, and then to expressly adopt the lowest
rate &om that agreement as its proposed rate in the present proceeding.~

Second, the Judges are unpersuaded by the fact that Sirius XM apparently can afford the
$0.0016 rate it now proposes, in contrast to earlier years when it was financially in extremis. As
the Judges held in the 8'eb IIIRemand, and have consistently held, section 114(fx2)(B) does not'equirethe Judges to set a rate that ensures the financial viability ofany entity. Thus, the fact i

that Sirius XM may be able to afford the $0.0016 rate now, but might not be able to afford any
higher rate, is simply not pertinent to the Judges'ete~tion. Moreover, the fact thatSiYius'M

acknowledges that noninteractive streaming is only an "anci1laxyss part of its business (in i

contrast to its satellite service) indicates that the impact of the rates on its noninteractive service
cannot be a driver of the statutory rate determination. The Judges note that Sirius XM was
willing to accept rates in its 2009 WSA settlement at least in part because of the ancillary nature
of its noninteractive service. Because that noninteractive service remains ancillary in nature to
Sirius XM, the Judges cannot conclude that impact of the rates set in this proceeding have any
greater particular importance to Sirius XM now.

G. NAB Rate Proposal

1. Proposed Rates

The NAB proposes a two-tiered rate structure for webcasts by simu1casters. Broadcasters
that transmit fewer than 876,000 ATH would pay only the miTiiTTtum fee. Id. at 3.: All other
broadcasters would pay a per-performance royalty rate of$0.0005 to simulcast for each year of
the rate term. Id. at 3-4.

NAB's rate proposal is limited to simulcasts (retransxmissions by broadcasters of
progrHTTtmi~g transmitted over their AM or FM radio stations), and does not cover other
commercial webcasts. NAB Proposed Rates and Terms, at 2 (definition ofEligible
Transmission) (October 7, 2014). Having rejected the NAB's proposal to apply a separate mte to
simulcasters', the Judges consider the NAB's proposed rate as a rate that would apply to all
commercial webcasters. For the reasons detailed below, the Judges reject the NAB's rate
proposal.

2. Analysis of Economic Evidence

The NAB presented its methodology for arriving at a tate proposal through its economic
expert witness, Professor Michael Katz. Professor Katz did ilot perfornjt a benchnark analysis to ~

arrive at a rate. Rather, he selected guideposts that defme'the lower'and upper bounds ofwhat he
described as a range of reasonable rates that a willing buyer md a willing seller would agree to ~in ~

The Judges have also analyzed the impact, if any, of the other 2009 WSA settlement agreement — between the'ABand SoundExchange. See supra.
' See discussion supra, section LA.3 [MAKE SURE THIS INTERNAL CITE REMAINS CORRECT]
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a workably competitive market. See Katz WDT $80. The NAB's proposed rate of $0.0005 per-
performance presumably falls somewhere within that range.

Professor Katz determined the low end of his "zone of reasonableness" by reference to
terrestrial radio. See Katz WDT $$ 81-84. Radio broadcasters are not required to pay royalties
for terrestrial broadcasts of sound recordings, and typically do not do so. See 17 U.S.C. $ 114(a);
Katz WDT II 82. Nevertheless, Professor Katz points out, record companies seek out radio
airplay to promote other income streams, such as sales of CDs and permanent downloads. See
Katz WDT II 82. He argues that economic theory predicts that this promotional effect would
drive down royalty rates, possibly even resulting in negative royalty rates if the law permitted
record companies to pay broadcasters to play their music (i.e., payola). Id. at $$ 81-82.

Professor Katz then argues "available evidence indicates that promotional benefits also
arise &om web simulcasts of terrestrial broadcasts." Id. at $ 83. In effect, he equates
simulcasting with terrestrial radio and concludes that the lower bound of the range of reasonable
rates for simulcasting is "near zero." Id. at $ 84.

To set an upper bound to his zone of reasonableness, Professor Katz looked to the
Judges'ecision in SDARS II. Id. at $ 85. According to Professor Katz,

In SDARS II, the judges found that 13 percent [of gross revenue] constitutes a
sensible upper bound on the zone of reasonableness before adjusting to account
for Section 801(b) factors. The rate was then reduced by an additional two
percent for the third 801(b) factor, which was specific to Sirius XM and the
SDARS II proceeding.

Id. (footnotes omitted). He adopted 13 percent of gross revenue as "an initial guidepost" for
determining his range of reasonable rates for simulcasters, subject to two adjustments to account
for differences between SDARS (satellite radio) and simulcasters. Id. at II/ 86-87. The first
adjustment (the "music-listening adjustment") accounted for the fact that music accounts for a
lower percentage of listening on AM/FM radio than on satellite radio. The second adjustment
(the "music-revenue adjustment") accounted for "the fact that non-music-formatted stations
generally will not be paying royalties." Id. at $ 89.

The net effect of the two adjustments essentially offset each other, resulting in an
adjustment factor of one. Id. at $92. Consequently, Professor Katz determined that the upper
bound to his zone of reasonableness is 13 percent of gross simulcasting revenues. Nevertheless,
he argues "there are strong reasons to conclude that the actual upper bound of the zone of
reasonableness is significantly lower than 13 percent." 'd. at $93.

As discussed below, the upper bound of the NAB's range of reasonable rates is expressed as a percentage of
revenue. The NAB's proposed rate is expressed as a per-performance royalty, however, and there is insufficient
data in the record to convert the per-performance rate to a percentage of revenue (and vice versa). Since the Judges
deem it highly unlikely that the NAB would propose a rate that exceeds the upper bound of its own expert's zone of
reasonableness, the Judges presume that the proposed rate falls below that upper bound.

'rofessor Katz's primary argument that the 13 percent figure is too high is that it was derived in SDARS I from
analysis of a market that was not effectively competitive. Id.
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Professor Katz's approach is similar in some respects to the approach that the Judges took'andthe Court ofAppeals affirmed) in SDAJV'I'I. In that case, the zone of reasonableness that
the Judges determined based on the parties'enchmarks was extremely broad. In order to'arrowdown the possible rates withiri that zone, the Judges referred to several "guide posts,"
including the 13 percent rate that had been the basis for the rate that the Judges set in SDARS I.

SDARS II, however, is distinguishable from'he', present case. In SEARS II the Judges had
little confidence in the benchmark analyses offered by the parties which, in. any event, yielded a
range ofpossible rates that was too broacl to provide useful guidance to the Judges. Thus the
Judges found it necessary to consider other available evidence as guideposts. In the mstant case,
the Judges have sufficient confidence in the available benchniark analyses to proc;eccl without
reference to other guideposts.

In SDARS II, the Judges were not determining a market rate under the willing-buyer.,
willing-seller standard. The Judges decided SDARSII under the section 801(b) reasonable rate
standard. As the Court ofAppeals emphasiz:ed, under that standard "[t]he Copyright Act
permits, but does not require, the Judges to use:market rates to help determine reasonable rates."
Music Choice v. Copyvight Royalty Bd., 774 F.3d 1000, 1010 (D.C. Cir. 2014). That is not the
case under section 114(f)(2)(B). The Judges must determine market rates, yet the rates used by
Professor Katz to determine the upper and lower bounds ofhis zone of reasonableness are not ~

market rates.

There is no market for licensing of sound recordings f'r transmission by terrestrial radio
stations, since there iis no general public performance right fot sdund recordings. That would be
sufficient reason to reject Professor Katz's proposed lower bound of: "near zero" that he derived
&om terrestrial radio. Moreover, Profess,or Katz relies on an assumption that the promotional
effect of simulcasting is essentially the same as the promotional effect of terrestrial broadcasting,
because they carry the same content, As discussed above,, broadcasters'se of technologies to,
substitute songs in their simulcast streams destroys the underlying premise that the content of a
simulcast stream is the same as the terrestrial broadcast. Even if~ the content is the same, the
Judges do not find sufficient persuasi ve evid.ence supporting the conclusion that simulcasts have
the same promotional effect as terrestrial broadcasts.

As for Professor Katz's use of.'the SLAB LI rate to establish an upper bound to his z:one
of reasonableness, that too:is not a market rate. It is a tate established by the government by
means of a CRB proceeding. Moreover, it is not even ~a rate that~ is intended to replicate market
conditions. It is a section 801(b) reasonable rate, albeit one that was informed by marketplace
evidence (though from a somewhat diifferent market). In short, neither end'. of Professor Katz's
zone of reasonableness is anchored in. the noninteractive streaming market that the Judges are
seeking to replicate in this proceeding. The Judges find Professor K.atz" s zone of reasonableness
unhelpful in setting a rate for commercial webcasters, and reject the NAB's proposed rate that it
derived f'rom Professor Katz's analysiis.

See discussion, supra section III.A.3.c.v.

Determination ofRates and Terms
2016-2020 (Web IV) - 176



V. Judges'etermination of Noncommercial Webcasting Rates

A. Parties'roposals
1. SoundExchange

SoundExchange proposes that noncommercial webcasters pay a flat annual fee of $500
per station or channel for all performances up to a cap of 159,140 ATH per month. Id.
SoundExchange proposes that, in any month that a noncommercial webcaster exceeds 159,140
ATH, the webcaster pay per-performance royalties at the following rates for its transmissions in
excess of 159,140 ATH:

SoundExchange Proposed
Per-Performance Rates
For Performances above

159,140 ATH

Year

2017

2019

2020

Per-performance Rate

$0.0025

$0.0026

$0.0027

$0.0028

$0.0029

Id. These are the same per-performance rates the SoundExchange proposes for commercial
web casters.

The NRBNMLC proposes what it describes as a "tiered and capped flat fee structure."
NRBNIvKC PFF $80. Under the NRBNMLC proposal, each noncommercial webcaster would
pay a $500 annual fee for all performances of sound recordings up to a threshold of 400 average
concurrent listeners (3,504,000 ATH) annually, and an additional $200 for each additional 100
average concurrent listeners (876,000 ATH) annually, up to an annual fee cap of $ 1,500 per
station or channel. See Introductory Memorandum to Written Direct Statement ofNRBNMLC, at
3 (October 7, 2014) (NRBNMLC Introduction); The NRBNMLC's Proposed Noncommercial
Webcaster Rates and Terms, at 3 (October 7, 2014) (NRBNMLC Proposed Rates and Terms).
The NRBNMLC would define ATH to include only transmissions of recorded music. Id. at 1.

3. IBS and Harvard Broadcasting/WHRB

Section 351.4 of the Judges'rocedural rules sets forth the required contents of a
participant's WDS, including the requirement that, in a rate proceeding, "each party must state
its requested rate." 37 C.F.R. $ 351.4(b)(3) (required contents ofWDS). The rule goes on to
permit participants to revise their rate proposals at any time up to the filing ofproposed findings
of fact and conclusions of law. Id.

IBS's WDS does not contain a rate proposal, or anything that the Judges could
reasonably interpret as a rate proposal. It consists solely of the three-page written testimony of

Determination of Rates and Terms
2016-2020 (Web IV) - 177



Frederick Kass. Captain Kass introduces himself and IBS, artd brieQy discusses the nature 'of i

IBS members'ebcasting activi6es:

[IBS member] stations operate as non-pro6t @titus +tbtin 4e 4eauing of the
statute, as amended. They use digitally recorded music as instructional media far
announcers and programmers. The instantaneous ilistenership te such music on'emberstations is typically on the order of 6ve listeners, with the exception of
course-related music and other on-campus events. In contrast, audiences for live
sports broadcast live musical performances, and lectures ~and other live on-campus 'riginationsare typically much larger than the audience for digitally recorded
music.

IBS Members provide signi6cant science, technology, engineering, management,
media, and communication skill set trainmg. The stations typically act as learning
laboratories where students may learn and perfect their skills.

IBS Ex. 9000 at 3 (Kass WDT).

Similarly, WHIU3's WDS does not contain a rate proposal, or anything the Judges Mud
reasonably interpret as a rate proposaL WHRB's WDS is comprised of the WDT of Michael
Papish, one of the station's board members. In three pageos ofwiittdn 5hstimony, Mr,'apish
merely introduces himself and describes WHRB's operations. See generally WEIRB Ex. 8000
(Papish WDT).

Neither Captain Kass nor Mr. Papish presented a rate.proposal in the course oftheir'espectivelive testimony at the hearing. The only hint of a proposal might be gleaned &om a
colloquy between the Judges and counsel during closing arguments:

[THE JUDGES]: So what exactly is IBS proposing here?

MR. MALONE: All right. In our pleadings as early as the agreement between
SoundExchange and CPB, NPR became public when',you published it in the'ederalRegister, we have computed to the best o$ oul aMig th'at there is a rate
per ATH of 0.0011940. And we think that this is a marketplace agreement
entered into voluntarily by one of the big companies in the market, and we think
that sets the appropriate rate.

Then when you scale that down to show the number ofATH that these college
stations, high school stations, academy stations, and the like are operating, it
works out to around $20 a year.

7/21/1 5 Tr. at 7949 (Kass).

' William Malone, Esq., jointly represented IBS and WHRB in this proceeding. In closing arguments Mr. Malone,
on behalf ofWHRB, briefly discussed a matter related to terms. i7/2 1/15 tr. ht 7946. I Thh rernaittder bfhis closing
argument, including the colloquy quoted in the text, was apparently on behalf of IBS alone.
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In its proposed findings, IBS directed its efforts to arguing against adoption of the
SoundExchange/CBI settlement agreement and, once again, failed to propose a royalty rate.
In short, the only arguable reference by IBS to a rate proposal was made by counsel in his
closing arguments. The Judges do not credit this statement by counsel as a rate proposal by IBS
for three reasons. First, introducing a rate proposal for the first time in closing arguments does
not comply with the Judges'ules and is grossly unfair to the other parties. Section 351.4(b)(3)
is extremely liberal regarding revisions to a party's rate proposal, but it presupposes that the
party has made a proposal as part of its WDS, thus giving the other parties an opportunity to
analyze it prior to presenting their rebuttal evidence.

Second, "around $20 a year" is not sufficiently de6nite or speci6c to constitute a rate
proposal. For example, which noncommercial webcasters would pay "around $20 a year"? All
of them? Only ones that transmit below a certain ATH threshold? What threshold? IBS does
not say.

Third, even if the Judges were to consider this to be a proposal, IBS has offered only
statements ofcounsel to support it. The record is devoid ofany evidence to support IBS's
"proposal" or the analysis &om which it was purportedly derived. Nothing will come ofnothing.
Neither IBS nor WHRB has offered a rate proposal that the Judges can consider in this
proceeding.

B. Analysis and Conclusions

1. Upper Threshold for Noncommercial Rate

The Judges have recognized noncommercial webcasting as a separate submarket in prior
decisions only "up to a point." 8'eb II Original Determination, at 24097. The Judges stressed
that there must be limits to the differential treatment for noncommercials to avoid "the chance
that small noncommercial stations will cannibalize the webcasting market more generally and
thereby adversely affect the value of the digital performance right in sound recordings." Id.
(internal quotes and citations omitted). The Judges concluded that any separate rate for
noncommercial webcasters must "include safeguards to assure that, as the submarket for
noncommercial webcasters that can be distinguished Born commercial webcasters evolves, it
does not simply converge or overlap with the submarket for commercial webcasters and their
indistinguishable noncommercial counterparts." Id. at 24097-98. To avoid this convergence or
overlap, the Judges adopted a cap on the size (as measured by audience size) ofnoncommercial

" Those efforts were both untimely snd not in accordance with the procedures established in the Act, theJudges'ules

for submitting comments on a proposed settlement, and the Judges'ederal Register notice. See 17 U.S.C. tI

801(b)(7)(A); 37 C.F.R. 351.2(b)(2); 79 Fed. Reg. 65609 (November 5, 2014) (SoundExchange/CBI agreement); 80
Fed. Reg. 15958 (March 26, 2015) (SoundExchange/NPR agreement).

'BS goes through a series ofcomputations in its PFF in an effort to show that the proposed settlement rates "in no
way meet the comparability test for noncommercial royalty rates." IBS PFF, at 10. In the course of those
computations, IBS comes up with a $20/year figure, but it is unclear what that figure represents. Id.
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webcasting stations or channels that are eligible for the noncommercial rate. See 37 C.F.R. $
380.3(a)(2) (applying flat $500 royalty rate up to 159,140 ATH per month).

SoundExchange's proposal to continue to impose of a limit on the size of,noncommercial
webcasters that are eligible for a separate noncommercial rate is supported by the testimony of
Professor Thomas Lys. Professor Lys noted that, as a matter of economic logic, "there is no real
difference between a noncommercial and a commercial broadcaster." SX Bx. 28 at $ 256 (Lys
WRT); 5/29/15/15 Tr. at 6738. The Judges credit this testimony, but do not reach preciselyl thb
same ultimate conclusion as Professor Lys. While Professor Lys apparently argues that there'houldbe no distinction between commercial and noncommercial rates~, he did not consider'and
was apparently unaware of) the revealed preference in the marketplace for a separate
noncommercial rate. The Judges resolve the tension between Professor Lys's observation 'oncerningeconomic logic and the revealed preference in the marketplace by limiting the
differential treatment ofnoncommercial webcasters to smaller players that have a
correspondingly smaller impact on the commercial market. The Judges thus agree with
SoundBxchange that eligibility for a noncommercial rate should be limited to those:
noncommercial webcasters whose audience size faQs below a 6xed threshold.

While SoundExchange proposes a threshold above which a noncommercial webcaster
ceases to be eligible for a noncommercial rate, the NR8NMLC haloes not. The NRBNMLC does,
however, propose a threshold above which a noncommercial'webcaster must pay an additional
flat royalty fee (this structure is described supra, sdctidn I.A.2). ~Under~ either proposal a flat fee
of $500 pays for all performances of sound recordings up to the threshold.

SoundExchange proposes that the threshold reNMin the same as'the cutrent threshold for
noncommercial webcasters: 159,140 ATH per month '(21'8 concurrent listeners, on average, for a
webcaster that transmits 24 hours per day). 307 C.F.R. $ 380.3(a)(2). That is also the threshold
in the SoundExchange/CBI settlement agreement a~bove which a~ noncommercial educational
webcaster (NBW) ceases to be eligible for the settlement rate. See Diggital Perfonnance Right in i

Sound Recordings and Ephemera/ Recordings: Proposed Rule, ~79 Fed. Reg. 65609,65611'November

5, 2014) (proposed 37 C.F.R. g 380.22). By contrast, the NRBNMLC proposes a'uchhigher threshold of400 average concurrent listeners, or 3,504,000 ATH annually (292,000
ATH per month on average).

The NRBNMLC argues that the existing thleskold shbu16 be increased because it wILs l

originally established in 2006 (based on 2004 survey data). NRBNMLC PFF, at $ 143. In

Although the Judges and the parties discuss the ATH threshold as 'a "c'ap" 'on eligibility for a reduced 'oncommercialrate, this is not entirely accurate. A noncommercial webcaster that exceeds the cap in any given
month does not pay commercial rates for all of its transmissions in that month, but only those beyond the 'cap. This
results in noncommercial webcasters paying a lower average per-play rate than a commercial webcaster (that pays at
the commercial rate for every performance).

'his threshold effectively would be higher still as a result ~of the NRBNMLC's proposal to'xclude certain non-
music intensive programming from the de6nition ofATH.
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addition, the NRBNMLC argues that an increase is necessary to provide noncommercial
webcasters with "breathing room." See Emert WDT, at $ 40. These arguments are unpersuasive.

While it is correct that the current 159,140 ATH threshold was adopted originally in Feb
IIbased on survey evidence presented in that proceeding that is not the only source for that
number. See 8'ebII,72Fed. Reg.at24099. SoundBxchangeandCBIadopted159,140ATHas
the threshold in their settlement agreement, which is contemporaneous with this proceeding and
covers the same rate period. See NRBNMLC Ex. 7034, Attachment, at 2-3 (SoundBxchange /
CBI Joint Motion to Adopt Partial Settlement). By contrast, the NRBNMLC cannot point to any
marketplace agreement (contemporaneous or otherwise) that employs the threshold it proposes.

As to the NRBNMLC's argument that noncommercial webcasters need the "breathing
room" that an increased threshold would provide, there is no persuasive record evidence to
support that proposition. Mr. Emert did testify to this effect. Bmert WDT, at $39; see also
5/21/15/15 Tr. at 5271-71 (Henes). However, that testimony was an expression of opinion,
unsupported by any factual evidence. Mr. Emert's and Mr. Henes'estimony that that the dozen
or so radio stations they operate streamfar below the existing threshold tends to contradict their
statements concerning the need to increase the threshold to accommodate future audience
growth. See Emert WDT, at $ 29; Ex. 7010; 5/21/15/15 Tr. at 5275-77 (Henes). Their stations
could achieve significant audience growth under SoundExchange's proposed rate structure
without subjecting themselves to additional royalty costs.

To the contrary, there is ample record evidence to demonstrate that the vast majority of
noncommercial webcasters do not exceed the existing threshold. SoundBxchange payment data
show that between 2010 and 2014, noncommercial webcasters paid usage fees 112 times out
of 3917 noncommercial webcaster payments (2.86%). NAB Ex. 4141; NAB Ex. 4149; see also
SX Ex. 2 at 14 (Bender WDT) ("approximately 97% ofnoncommercial webcasters paid only
[the] rriiriiriium fee"). The NRBNMLC seeks to counter this evidence with testimony from Mr.
Emert and Mr. Henes that they were "aware of'ome noncommercial broadcasters that impose
listener caps on their simulcast streams to avoid exceeding the existing threshold. Emert WDT,
at $ 38; 5/21/15 Tr. at 5271 (Henes). The NRBNMLC's evidence is vague and anecdotal. It was
not derived &om the witnesses'wn experiences, but rather from something they heard
elsewhere. Even if the Judges were to deem this testimony credible, the most that it reveals is
the existence of some isolated instances ofnoncommercial webcasters that are constrained by the

These are webcasters that are coded "NCW-CRB" (noncommercial webcaster paying statutory rates), "NCW-
WSA" (noncommercial webcaster paying WSA settlement rates) and "NCEDW" (noncommercial education
webcaster paying under the SoundExchange/CBI settlement) in the SoundExchange data. For purposes of this
analysis, the Judges have excluded noncommercial microcasters which, by definition, stream far below the threshold
and pay no usage fees. See Noncommercial Microcasters, available online at
htto://www.soundexchanee.corn/service-provider/noncommercial-webcaster/noncommercial-microcaster-wsa/
(visited September 8, 2015). The Judges consider a webcaster to be paying usage fees if the fees collected by
SoundExchange in a particular year (a) exceed the $500 flat fee, (b) do not equal $600 (which most likely represents
the $500 flat fee plus a $100 proxy fee in lieu of census reporting) and (c) are not an even multiple of $500 (most
likely representing payment of the minimum fee for multiple channels). This is the approach that the NRBNMLC
employed in interpreting these data. See, ag., NRBNMLC PFF, at $ 95.
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existing threshold. The testimony emphatically does not demonstrate that a substantial number
ofnoncommercial webcasters are operating near the threshold and taking steps to keep below
t 209

The NRBNIVILC's proposal to increase the thrhsh&!~id Ito 400 'coricufren't listeners is
unsupported by the record. By contrast, the evidence demonstrates that the current threshold of
159,140 ATH per month that SoundExchange proposes to retain has resulted, for the vast
majority ofnoncommercial webcasters, in no additional liability for royaltiies beyond the
minimum fee. Moreover, the willingness of SoundExchange~ and CBI to adopt that threshold in
their current settlement agreement, after years of experience with the identical threshold under
the current rates, demonstrates that it is reasonable ancl workable. The Judges hereby adopt it,

2. Consequences of Exceeding the Threshold

SoundExchange proposes that a noncorcunercial webcaster's transmissions beyond the'59,140ATH threshold shoulcl no longer enjoy a reduced~ royalty ra~te. ~ The NRBMVILC
proposes that a reduced royalty rate — structtjred in $200 increments for each 876.,000 ATH
annually — should apply to transmissions beyond the threshol'd.'.

The NRBN1VILC's .Proposal

The Judges explained in 8"eb II that the threshold on the noncommercial webcasting rate
serves as a "proxy that aims to capture the characteristics that delineate the noncommercial
submarket." Web II Remand, 72 Fed. Reg. at 24099. As discussed in section V.B.1, the Judges
do this to assure that the sulbmarket for noncommercial webcasters does not converge or overlap
with the submarket for commercial webcasters. SoundExchange's proposal is consistent with
this rationale; the NIU31&fLC's i. not. Not only would the NRBM&vK,C's proposal grant
substantially reduced rates to large noncommercial webcasters whose operations competewith'ommercialwebcasters", but the effective rate f'or such large noncommercial webcasters would
actually decline as they grow larger due to the e ffect of the proposed $ 1.,500 cap on royalties.
The NRBNMLC offers no economic rationale for this result. See Lys WRI', at $$ 256-257.

The NRBNIVILC does not address this issue diiec8y. Instead, the NRBNMLC argues
that its proposed "tiered and. capped flat rate structure" is what a willing buyer and a willing
seller would agree to in an effectively competitive market (i.e., a. market rate). See NRBNMLC
PFF, at $80. The NIU31'0/LLC cited the testimony of itjs ttlvo kittltesses as establishing the need'of 'oncommercialwebcasters for rates that are affordable and predictable& NRBNIVILC Ex. 7011~

$$ 25-27 (Henes WDT)., 30; Emert W'DT, at $$ 31-32, 34-37, 41, The fatal flaw in tltis argtunent
is that it is unsupported by any marketplace evidence and any evidence of sellers who would be

' The NRBNMLC candidly a&hnits that it does not liow the extent to which noncommercial webcasters impose
listener caps, noting that "[t]here is no way ofknowing exactly how many Noncommercial entities have done this
...." NRBNMLC PFF at $ 23. This statement is only partially c&!rrec!t: the NRBNMLC could have surveyed its
members or the broader noncommercial webcaster c&&mmunity. While su~ch a survey may not have provided a
definitive answer for the entire population ofnoncommercial webcasters, it v'ould have revealed far more abdut tl&ie

current state of affairs across the noncorr&mercial webcasting market than~ the ~hearsay ~testimony of these two
witnesses.
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willing to accept the NRBNMLC's proposed structure. Mr. Henes and Mr. Emert may be
willing, even eager to license music on this basis, but their testimony tells the Judges nothing
about the sellers'ide of the equation. As discussed in greater detail in the following paragraphs,
none of the marketplace evidence that the NRBNVKC cites pertains to a rate structure remotely
similar to the one proposed by the NRBNMLC.

As additional evidence to support their argument that a "tiered and capped flat rate
structure" is a market rate, the NRBNMLC cites the SoundExchange/CBI settlement agreement,
the SoundExchange/NPR settlement agreement, the rates established for musical works under 17
U.S.C, $ 118, and the position taken by SoundExchange on legislation to create a public
performance right for sound recordings that covers transmissions over terrestrial radio. Id. The
Judges reach different conclusions based on this evidence.

The SoundExchange/CBI settlement agreement imposes a flat $500 fee on NEWs that
transmit up to 159,140 ATH per month. Any NEW that exceeds that threshold loses its
eligibility to operate under the settlement, and thus becomes subject to the CRB rate for
noncommercial webcasters for the remainder of the year. 'he NRBNMLC concludes that "no
usage fees apply under the agreement" for a NEW that exceeds the threshold, and cites the
agreement as support for a flat-rate structure with no usage fees. NRBNMLC PFF, at $ 93. The
NRBNMLC's interpretation of the agreement is not credible. The parties'ecision not to
specify usage fees in the agreement does not mean that they contemplated that a NEW that
exceeded the ATH threshold would not pay any usage fees. The existing CRB rates provide for
usage fees above 159,140 ATH, and CBI could reasonably assume that SoundExchange's rate
proposal (filed with the Judges on the same day as the proposed settlement) would also contain
usage fees. At most, the omission ofusage fees &om the agreement reflected theparties'ecision

not to resolve the issue of what rates would apply beyond the threshold, and to leave it
for the Judges to determine in the proceeding.

The NRBNMLC is correct in pointing out that the SoundExchange/NPR settlement
agreement imposes a flat royalty rate with no additional usage fee. However, the
SoundExchange/NPR settlement differs so fundamentally in so many ways &om what the
NRBNMLC is proposing that it cannot serve as a support for that proposal. The
SoundExchange/NPR settlement entails a single annual payment by a single payer (CPB), in
advance, to cover over 500 NPR member radio stations. 80 Fed. Reg. at 59590-91. The stations
include a range of formats, some of which entail very limited use of recorded music. Unlike the
NRBNMLC's rate proposal, the settlement does not include tiered payments above the flat
royalty rate, but does include a cap on the aggregate amount of recorded music that may be
performed. NPR consolidates the reports ofuse for all of the stations covered by the agreement.
The NRBNMLC's proposal does not provide for consolidated reports ofuse. On the whole, the
terms of the SoundExchange/NPR agreement provide SoundExchange with significant
benefits—reduced risk ofnonpayment; protection against large numbers ofuncompensated

" The NEW may operate under the settlement in the following year, provided it takes affirmative steps (e.g.,
imposes listening caps) to ensure that it will not exceed the threshold again.
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performances; reduced costs ofprocessing usage data—that the NRBNMLC proposal does not.
To pluck out a single element of the deal, the flat royalty rate, and cite it as support for the ~

NRBNMLC rate proposal simply lacks credibility.

The musical works rate under the section 118 statutorily license suffers Rom a similar lack
of comparability to the rates the Judges must set in this proceeding. ~ Rates under section 118 are'n

a different market, with different sellers and for different copyrighted works. The NRBNMLC
has presented no evidence to demonstrate how a rate structure in that market, and with those
sellers, reflects what a willing buyer and a willing seller wouid agree to in the sound recordings
market.

Finally, SoundBxchange's position on legislation has little or no bearing on what
constitutes a market rate. The compromises and tradeoffs that parties are prepared to make'in the'egislativearena have only the remotest resemblance to the give 'and take of the marketplace.
The record industry does not currently enjoy any legal right with respect to the tmnsmission of
its sound recordings over terrestrial radio. There is no basis for the Judges to conclude that what
the industry may be willing to accept in legislation that establishes such a right is the same hs'hatit would bargain for in an arms-length transaction against the backdrop of an existing
statutory right of remuneration.

b. SoundExchange's Proposal

Although SoundBxchange's proposal to impose commercial rates above the 159,140
ATH threshold is consistent with the Judge's rationale for limiting the applicability of
noncommercial rates, the NRBNMLC levels multiple criticisms against it. These include:

~ SoundExchange's entire rate proposal for noncommercial webcasters lacks evidentiary
support;

~ The specific usage rates that SoundBxchange proposes are "inappropriate for commercial ~

webcasters and even more inappropriate for noncommercial webcasters"; and
~ The fact that few noncommercial webcasters have paid usage fees confirms that the

proposed fees are unreasonable.

NRBNMLC PFF, at $ 113.

i. Evidentiary Support (or Lack'thereOf) for SolindKxChattgd's Rath
Proposal

As Professor Rubinfeld readily conceded, there are no current marketplace benchmarks
&om which to derive SoundExchange's entire rate proposal for noncommercial webcasters.
Rubinfeld CWDT, at $$ 33, 246. The only contemporary agreements in evidence that cover
noncommercial webcasters are the two settlement agreements between SoundBxchange, on the
one hand, and CBI and NPR, respectively, on the other hand) As discussed in'he preceding
section, there are a number of elements of the SoundEkchange/NPR agreement that render it a
poor benchmark for setting noncommercial rates generally. The SoundExchange/CBI agre~0nt'endssupport for some elements of SoundBxchange's ate propasal ~(e.g., a flat $500 rate for
noncommercial webcasters that transmit up to 159,140 ATH), but not for the proposed rate.for.
usage beyond the ATH threshold.

That does not mean, however, that SoundExchange's rate proposal is entirely without
evidentiary support. As discussed, supra section V.B.1, expert economic testimony supports
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treating transmissions by noncommercial webcasters above a certain ATH threshold the same as
transmissions by commercial webcasters. This is what the SoundExchange proposal seeks to
achieve. The rates that SoundExchange proposes for transmissions above the ATH threshold are
the same that SoundExchange proposes for commercial webcasters.

ii. Inappropriateness of Specific Usage Rates Proposed by SoundExchange

The NRBNMLC pursues two lines of attack against the specific usage rates that
SoundExchange proposes. The first, concerning Professor Rubinfeld's interactive benchmark
analysis, essentially repeats the licensee services'riticisms of SoundExchange's proposal for
commercial webcasting rates. See NRBNMLC PFF, at $ 122. The Judges discuss those
arguments supra, section I.A.3. The Judges, in fact, do not adopt the specific rates that
SoundExchange proposes, precisely because they find SoundExchange's benchmark analysis
lacking in certain respects. Rather, the Judges adopt the same rates for transmissions in excess of
the 159,140 ATH threshold by noncommercial webcasters as they do for commercial webcasters.

The second line of attack is that Professor Rubinfeld's benchmark analysis is inapplicable
to noncommercial webcasters because none of the licensees under any of the benchmark
agreements were noncommercial webcasters. Id. at $ 123. As discussed, supra section V.B.1,
the Judges apply commercial rates to noncommercial webcasters above the ATH threshold
because economic logic dictates that outcome, not because it was observed in benchmark
agreements.

iii. Small Number of Noncommercial Webcasters Paying Usage Fees
Confirms that the Fees are Excessive

The NRBNMLC notes that few noncommercial webcasters pay usage fees and, of those
that do, most pay a lower settlement rate in lieu of the rates set by the Judges for commercial
webcasters. NRBNMLC PFF $ 131. Based on this evidence, the NRBNMLC concludes that the
commercial webcaster rates are excessive, and that noncommercial webcasters are imposing
listener caps or taking other affirmative steps to avoid paying them.

Of the 3,917 documented payments by noncommercial webcasters between 2010 and
2014, 112 included payments for usage above the ATH threshold. NAB Ex. 4141; NAB Ex.
4149. Of these, 13 were at the commercial rate determined by the Judges and 99 were at a lower
rate established under a WSA settlement. " Id.; see also 5/6/15/15 Tr. at 2099-100 (Rubinfeld)
(25-30 noncommercial licensees pay lower rates under settlement agreements).

These facts do no support the NRBNMLC's conclusions. In itself, the fact that more than
97% ofnoncommercial webcaster payments do not include usage fees could just as easily
support the conclusion that the vast majority ofnoncommercial webcasters — like the
noncommercial webcasters that testified in this proceeding — operate well below the 159,140

" The noncommercial webcasters'SA settlement agreement is "nonprecedential." The judges are not permitted
to take into account the rate structure, fees, terms and conditions of that agreement in setting rates in this proceeding.
17 U.S.C. ) 114(fX5)(C).
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ATH threshold. Without evidence that a substantial number of noncommercial webcasters are
operating near the threshold, or are imposing listening~ caps, the Judges ~ cannot conclude that the
threshold operates as a significant constraint or that the usage fees are excessive.

The evidence that most noncommercial webcasters that paid usage fees did so underan'lternativerate structure also does not support the NRBNVILC's conclusions. These webcksteis
made a rational choice to pay an available lower rate. That tells the Judges nothing about their
willingness to pay the higher statutory rate ijn the absence'of settlem'ent.', Conversely, thougjh, it
strongly suggests that nearly all of the webcasters that opted for the statutory rate stnicttire or the
NEW settlement expected that they woul.d not e:xce:ed the'threshold.

3. Cap on Royalties

The NRBNtvtLC proposes that the total obligation of a nbnc6rniner'cial webcaster to pay
royalties should be capped at $ 1,500, regardless of the number of sound. recordings the webcaster
performs, As with the other elements of its rate proposal, the NRBNMLC contends that the cap
on fees is supported by marketplace evidence, Neither of the two noncommercial agreements in
evidence employs the cap that the NRBNMLC proposes. The SoundExchange/CBI settlement
imposes a flat royalty rate, but caps eligilbili)Iy for that rate at 159,140 ATH. Beyond that
threshold, the noncommercial webcaster must pay under the noncommercial rate stru.cture
determined in this proceeding, The SoundExchange/NPR settlement agreement employs a flat-
fee structure (which serves as a cap on royalties), but also imposes a cap on music usage, h 80
Fed, Reg. at 15961,

There is no other evidence of any kind that a c&irp~g6t otvnhr vtould Willingly license
unlimited use of its souiid recordings for a fixed fee of $ 1.„500. The Judges reject the
NRBNMLC's proposed royalty cap.

4. IBS's Additional Arguments

IBS did not direct any criticism directly at either the SoundExchanpe or the NRBNMLC
rate proposal. IBS's rate-related arguments were directed (or misdirected ) at the
SoundExchange/CBI settlement agreement. Nevertheless, had IBS applied those arguments to
the rate proposals before the Judges, the .Judges would~ have rejected them.

a. Lobbying Prohibition

Captain Kass testified that many IBS members~ are& a II&art~ of state-hdkd educational
institutions that are barred by state law &om providing funds to organizations that lobby. IBS
argues that these laws prevent certain IBS members &om paying royalties to SoundExchange.

This argument is unavailin.g for several reason&. First, IBS failed to provide any legal 'uthorityor expert testunony to support Captain Kass's mterpretation of these state laws. Even
if the Judges accept as true the assertion that these state laws prohibit certain IBS members from
remitting funds to lobbying organizations, it is far &orn cl'ear whether those laws would pre'vent

'ee supra note 204.
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the same IBS members &om paying statutory license royalties to an organization designated by
regulation as a collective under a Federal statute.

Second, there is no evidence in the record concerning SoundExchange's lobbying
activities, vel non. The Judges have no basis for concluding that the state laws to which IBS
refers even apply to SoundExchange.

Third, and most fundamentally, the entire question is not relevant to the Judges'ask of
setting rates for noncommercial webcasters. If IBS contends that its members may webcast
sound recordings but are forbidden under state law to pay royalties to SoundExchange that is an
argument that must be resolved by a Federal District Court in an infringement action. It has no
bearing on the particular rate structure that the Judges must determine for noncommercial
webcasters.

b. Lack of "Proportionality"

IBS argues that royalty payments for noncommercial webcasters must be proportional to
their use of sound recordings. While IBS's argument has a superficial appeal, it suffers Rom
several shortcomings.

IBS does not and cannot cite any statutory authority for its argument. The statute directs
the Judges to set willing buyer/willing seller rates.17 U.S.C. g 114(f)(2)(B). Willing buyers and
willing sellers may, and often do, agree to rates that are not strictly proportional to usage. The
SoundExchange/NPR and SoundExchange/CBI agreements are examples of agreements that
incorporate a flat-rate structure where royalties are not strictly proportional to use.

The statutory requirement of a minimum fee also runs counter to IBS's argument. By
definition, a minimum fee (whatever its level) is not proportional to usage.

IBS also fails utterly to provide any evidentiary basis for concluding that the rates
proposed by SoundExchange or the NRBNIVKC are so disproportional to noncommercial
webcasters'sage as to be unreasonable. To be sure, some noncommercial webcasters transmit a
very small number ofperformances of recorded music. See Kass WDT, at 3 ("instantaneous
listenership to such music on member stations is typically on the order of five listeners, with the
exception of course-related music ..."). Noncommercial webcasters — even those that are IBS
members — are a heterogeneous group, with some operating above SoundExchange's proposed
159,140 ATH threshold. See supra, section V.B.1. IBS has not even proposed, much less
provided an evidentiary basis to adopt, subcategories ofnoncommercial webcasters.

C. Conclusion

For the rate period 2016-2020 the Judges adopt an annual rate of $500 per station or
channel for all transmissions by noncommercial webcasters up to a threshold of 159,140 ATH.
For transmissions in excess of 159,140 ATH, noncommercial webcasters shall pay royalties for
2016 at the commercial rate (i.e., $0.0017 per-performance), and for such transmissions in excess
of 159,140 ATH in the remainder of the statutory term, at the commercial rate as adjusted
annually for changes in the Consumer Price Index, as set forth in the regulations.
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VI. Mnimum Fee

Sections 112 and 114 of the Act require the Judges to~ estttbHsh tni~irnum fees as'part of
any rate structure under the respective statutory licenses. 17 U.S.C. $ $ 112(e)(3),(4) and
114(f)(2)(A),(B).

A. Commercial Webcasters

1. Parties'roposals
a. SoundExchange

SoundExchange proposes a $500 per station ort channel @mual ttnin&mum fee.'he
minimum fee would be nonrefundable, but would be credited agttinst royalties incurred during ~

the applicable year. The minimum fee would be capped at $50,000 anriually for a webcaster
with 100 or more stations or channels. SoundExchiange Rate~ Proposal, ~at 2 (October 7, 2014).

b. Pandora

Pandora does not make an explicit proposal for a minimum fee. Pandora does, however;
propose that, apart &om those terms for which it proposes chang'es, "the terms currently set forth
in 37 C.F.R. g 380 be continued." Proposed Rates and Terms ofPandora, at 2 (Oct. 7, 2015).'hoseterms include the current rnini~um fee of $500 per station or channel (capped at $50,000)
for commercial webcasters.

c. ileartMedia
iHeartMedia does not propose a minimum fee. I

d. Sirius XM

Sirius XM does not make an explicit proposal for a rnmirnum fee. Sirius XM does,'owever,propose that "other than the royalty rate, the Items buntently Cpphcahle to oomtnercial
webcasters be retained in their current form." Introductory Memorandum to the Written Direct
Statement of Sirius XM, at 1-2 (Oct. 7, 2014). Those terms presumably include the currents
mi~irnum fee of $500 per station or channel (capped at $50,000) for commercial webcasters.

e. NAB

NAB proposes a $500 annual minimum fee for each terrestrial AM or FM radio station
that a broadcaster webcasts. For purposes ofcalculating the rnirrirnum fee, each individual
stream (e.g., primary radio station, HD multicast radio side channels, different stations owned by
a single licensee) is to be counted as a separate radio station, except that identical streams for
simulcast stations will be treated as a single stream if the streams are available at a single
Uniform Resource Locator (URL). NAB Proposed Rates ~and Terms, at 4.'he

minimum fee would be nonrefundable, but would be credited against royalties
incurred during the applicable year. The rni~irnum fee would be capped at $50,060 annually for
a webcaster with 100 or more stations or channels. Id.

2. Analysis and Conclusion

All participants that proposed a minimum f6e Sr dordmeicial w'eb6asters asked the'udgesto retain the current annual minimum fee that the Judges adopted in 8"eb III pursuant to a
settlement. See 8'eb Ill Remand Decision, 79 Fed. Reg. at 23104. The minimum fee settlement
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in 8'eb III kept in place a settlement of the minimum fee for commercial webcasters that the
parties reached in 8'eb II. See Digital Performance Right in Sound Recordings and Ephemeral
Recordings, final rule, 75 Fed. Reg. 6097 (February 8, 2010) (Web II Minimum Fee Settlement).
That settlement, in turn, retained a $500 minimum fee that was determined by a CARP, and
upheld by the Librarian, in 8"eb I, see Determination ofReasonable Rates and Termsfor the
Digital Performance ofSound Recordings and Ephemeral Recordings, Final Rule and Order, 67
Fed. Reg. 45240, 45262-63 (July 8, 2002), but adding a $50,000 cap for a webcaster with 100 or
more stations or channels. See W'eb IIMinimum Fee Settlement, 75 Fed. Reg. at 6098.

While there is no settlement of the minimum fee issue in the current proceeding, the
convergence of the parties'roposals on the existing $500 minimum fee (capped at $50,000)
counsels strongly in favor of its retention. In addition, the Judges follow their earlier
determination that commercial and noncommercial webcasters alike should have to pay a
minimum fee that at least defrays a portion of SoundExchange's costs to administer the statutory
licenses. See Digital Performance Right in Sound Recordings and Ephemeral Recordings, Final
Determination after Second Remand, 79 Fed. Reg. 64669, 64672 (Oct. 31, 2014). Mr. Jonathan
Bender, SoundExchange's Chief Operating Officer, testified that "SoundExchange does not track
its administrative costs on a licensee-by-licensee, station-by-station, or channel-by-channel basis
and, as a result, there is no precise way to determine exactly" how much SoundExchange spends
on that basis. Bender WDT, at 16-17. The costs to SoundExchange vary depending on such
factors as the quality of the data a service submits. Id. at 16. In 2013, the average administrative
costs per licensee (i.e., the total administrative costs divided by the number of licensees) were
$ 11,778. Id. at 17.

SoundExchange's average administrative cost per licensee is substantially higher than the
minimum fee it proposes to charge each licensee. While a higher minimum fee could be justified
on this record, no party has requested anything higher than the current level of $500.

The current $500 minimum fee for commercial webcasters has been in force for more
than a dozen years, 'nd has been voluntarily re-adopted by licensors and licensees on two
occasions. It has been proposed by licensors and licensees in this proceeding. SoundExchange's
administrative costs (which the minimum fee is intended to de&ay, in part) exceed the proposed
minimum fee by a wide margin. The Judges find the proposed minimum fee (including the
$50,000 cap) to be reasonable and supported by record evidence, and will therefore adopt it.

B. Noncommercial Webcasters

1. Parties'roposals
a. SoundExchange

SoundExchange proposes a $500 per station or channel annual minimum fee for
noncommercial webcasters. The minimum fee would be nonrefundable, but would be credited
against royalties incurred during the applicable year. SoundExchange Rate Proposal, at 4.

'he $50,000 cap which has been in force since 2010, (applicable to the rate period beginning January 1, 2006).
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b. NRBNMLC

NRBNMLC proposes a $500 per station or channel annual minimum fee. The minimum
fee would be nonrefimdable, but would be credited against royalties incurred duringthe'pplicableyear.

c. IBS and 3VHRB

As discussed supra,, section I..A.3, IBS and WHRB did not submit rate proposals.

2. Analysis and Conclusion

Both the SoundExchange and NRBNMI.C rate proposals include a $500 annual per
station or channel minimum fee for noncommercial webcasters—i.e., retention of the cu'rrerit
minimum fee. No other participant proposed a mirumum fee for noncommercial webcasters, '4

although CBI and SoundExchange agreed to retain the existing $500 minimum fee as part of
their settlement covering noncormnercial educational broadcasters. See Digital Performance
Right in Sound Recordings and Ephemeral Recordings, Fi'na/ Rule, 80 .Fed. Reg. 58201,'8'206
(Sept. 28, 2015) (37 C.F.R. $ 380.22(a)).

Although WITKB and IBS do not attack the SoundExchange and NRBNVK,C mi~
fee proposals directly, they argued against adoption of the SoundExchange/CBI settlement whi'ch'ncorporatesthe same $ 500 minimum fee, and they repeat those 'arguments in this proceecHng.
The Judges addressed their objections to the SoundExbh&gei'CHI shttlkment in the Federal
Register notice adopting the settlement terms. See id. at 58203-04. ~ The Judges have also
addressed WHRB's and IBS's objections in the context of the SoundExchange and I IRBNMLC
rate proposals. For the same reasons articulated in the Federal Register notice and supra, section i

V.B.4, the Judges reject VKHRB's and IBS's objections as they may apply to the proposed
minimum fee for nonco:mmercial webcasters.

The current $500 armual niinimum fee f'or noneorrmercial v'ebeasters has been in force
since Web I. See 37 C.F.R. g 261,3(e)(1) (2003). It was adopted by SoundExchange and CBI m
a settlement agreement covering t'e rate period of this proceeding. It has been proposedby'oundExchangeand the NRBNMLC, the ortiy noncommercial webcaster to file a rate proposal
in this proceeding. It constitutes a small (but nontrivial) fraction of the costs that
SoundExchange incurs:in administering the statutory license. See supra, section VI.A.2. The
Judges find the proposed muniinurn fee to be reasonable and supported by record evidence, and
will therefore adopt it.

VII. Ephemeral License Rate and Ternis

Section 112(e) grants entities that transmit performances of sound recordings a statutory
license to make ephemeral recordings. SoundExchange proposes that the Judges bundle the
royalties for Section 114 and 112 and. allocate five peRent (5%) of &he Section 114 performance

'" As noted supra, section I„A.3, neither of the other two noncommercial'ehcasters that participated in this i

proceeding (WHRB and IBS) submitted a rate proposal.
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right royalty deposits to the Section 112(e) ephemeral recording right, a rate structure that would
continue the extant arrangement. SX PFFCL at $ 1369. SoundExchange contends that its
proposal regarding the bundled rate for the Section 112 license is supported by the designated
testimony ofDr. Ford. SX PFFCL at 1370 Et n.64. SoundExchange also cites as support for its
Section 112 proposal certain license agreements that were introduced into evidence. SX PFFCL
at '374 (citing agreements between and aaretsnents with~ and

's agreements with and for the service).

SoundExchange contends that no participant offered evidence of a benchmark
agreement that does not bundle performance rights and the right to make ephemeral copies. SX
PFFCL at $ 1375. SoundExchange further contends that "[a]s of the Web IIIproceeding,
recording artists and record companies had reached an agreement that five percent of the
'payments for activities under Section 112(e) and 114 should be allocated to Section 112(e)
activities.'" SXPFFCL at/ 1377, quoting Dr. Ford. According to SoundExchange,no
participant has presented evidence in support of a different allocation between artists and record
companies. SX PFFCL at $ 1377. SoundExchange concludes that "[b]ecause SoundExchange's
Board represents both artists and copyright owners, its proposed rate of 5% for ephemeral copies
is appropriate evidence and 'credibly represents the result that would in fact obtain in a
hypothetical marketplace negotiation between a willing buyer and the interested willing sellers
under the relevant constraints.'" SX PFFCL at $ 1378, quoting Dr. Ford.

Other participants that address the rate for the Section 112 license do not contradict
SoundExchange's assertions. See iHeart Reply PFFCL at 203 ("iHearMedia supports the
current bundling of the $ 112 and $ 114 royalties"); Sirius XM PFF at $ 2 ("Sirius XM maintains
that the Section 112 ephemeral license has no value independent of the Section 114 performance
license, and consequently proposed that the royalty for the Section 112 license be deemed
included within the Section 114 royalty payment. Sirius XM takes no position at this time as to
what, if any, percentage of the Section 114 royalty should be deemed attributed to the Section
112 ephemeral license."); NRBNMLC PFFCL at $ 151 ("[t]here is no dispute between
SoundExchange and the NRBNMLC regarding how the royalties for the ephemeral recording
statutory license specified in 17 U.S.C. $ 112(e) should be set. Both participants propose that
those royalties for ephemeral reproductions used solely to Seilitate transmissions made pursuant
to the 17 U.S.C. g 114(f) statutory license be deemed to be 'included within, and constitute 5%
of'he section 114(fj statutory license payments made by a particular service" quoting the
respective proposals of SoundExchange and NRBNMLC); NAB PFFCL at $ 226 ("no dispute
between SoundExchange and NAB regarding how the royalties for the [Section 112(e) license]
should be set.") and Pandora PFFCL at $ 416 ("[c]onsistent with past proceedings and the Merlin
Agreement (which has no separate ephemeral recording fee), Pandora proposes that the royalty
payable for ephemeral recordings be included within the Section 114 royalty. There is no
dispute on this point: SoundExchange has proposed the same.").

The Judges accept SoundExchange's proposal to continue the current bundling of the
Section 112 and 114 rates. The Judges 6nd persuasive the designated testimony ofDr. Ford and
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the license agreements that SoundExchange cites in its PFFCL that willing buyers and willing
sellers would prefer that the rates for the two licenses be bundled and that they would be agnostic
with respect to the ajl.location of those rates to the SectiIon 112 and 114 license holders. 'he
Judges also find that the minimum fee for the Section 112 license should be subsumed under the
minimum fee for the Section 114 license, 5% ofwhicH shall be alloi;able to the SectionI[12'icense

holders, with. the remaining 95% allocated to the SectIion 114 libel;en&e h'olders.

SoundExchange and the services disagree, however, on the terms with respect to the
Section 112(e) license. CRB Rule 380.3(c), which addresses ephemeral recordings, states: "The'oyaltypayable under 1'7 U.S.C. 112(e) for the making of Ephemeral Recordnigs used by the
Licensee solely to facilitate transmissionsfor whic1z it pays royalties shall be included within,
and constitute 5% of, the total royalties payable under 17 U.S.C. 112(e) and 114." 37 CFR
380.3(c), emphasis a,dded.

Pandora proposes that the Judges stri.ke the italicized language and replace it with the
phrase "made pursuant to 17 U.S.C. 114." Pandora believes the current language "creates the
possibility (likely unintended) that ephemeral copies of sound recordings that are used bya'ervicefor non-compensable performances under Section~ 114 might not be authorized under the
regulations." Pandora PFF~CL at )t 416. Pandora also proposes that the Judges add the flilli1wiitig
sentence to the current amended regulation: "A. Licensee is authorized to make more than one
Ephemeral Recording of a sound recording as it deems necessary to make noninteractive digital
audio transmissions pursuant to 17 U„S.C. 114." Pandora PFFCL at $ 417. Pandora contends
that such "as necessary" language is consistent with industry practice. Id. at $ 418.
SoundExchange proposes that the current regulation be carried over into the new rate period but
appears to acknowledge th'it authoriz:ing the making o:f more than one ephemeral copy is not
inconsistent with cuiTent industry practice.'he

Judges adopt Pandora's proposed language and do not carry forward the language
"for which it pays royalties" in the current regulation because they believe that the phrase could
be construed in a way that would limit the application 'of the Section 1 1'2 li'cense to certain
transmissions made consistent with Section 114 that are n~ot royalty ~genera'ting, such as skips.
The Judges also are,sympathetic to the ServiIces'ontention that, in certain circumstances (e.g.,~
where different file format requirements may necessitate the creation of multiple copies), it may
be necessary to make more than one ephemeral copy to facilitate transmissions made pursuant to

" SX Ex. 1931 (designated testimony of Dr. George S. Ford). Dr. Ford testifies that "in the marketplace ~deals
between record companies and webcasters for non-statutory forms of licenses, it is typical for ephemeral copy rights
to be expressly included among the gnant of rights provided to the webcasters...[incotyorating the rate forthe'phemeralcopy] into the overall rate that the webcaster pays for tlie ephemeral copy rights an'd performance rights."
Id. at 10-11. He also concluded that "recording 'artists and record. companies have reached an agreement that five
percent (5%) of the payment for activities under Section 112(e) and 114 should be allocated to Section 112(e)
activities [and] that appears to be a reasonable proposal." Id. at 15.

Compare SX Reply PFFCL at $ 1247 ("SoundExchange belie'dies that Pandora's proposed changes [to CRB
regulations] should be rejected outright") with SX PFFCL at 'tj 1374 (referencing agreements between labels and
services wherein services are authorized to create and store a reasonable, limited number of ephemeral copies).
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Section 114. Nevertheless, the circumstances must be necessary and commercially reasonable.
The language the Judges adopt includes this standard.

VIII. Terms

One of the purposes of this proceeding is to establish terms for the administration of the
rates the Judges determine for the rate period 2016 to 2020. The parties proposed changes for
Subchapter E of Chapter III, title 37 C.F.R., relating to the Copyright Royalty Board. In addition
to the proposed terms concerning licensing ephemeral recordings discussed in the preceding
section, the Judges have weighed the proposals and the arguments of the parties in support of or
opposed to the proposals and adopt the Terms as detailed in "Exhibit A" to this determination.
The parties'roposals, and the Judges'ulings, include the following.

Collective. The Judges designate SoundExchange as Collective. 'aymentdue date. SoundExchange proposes shortening the period fiom 45 days to 30
days. Pandora and SiriusXM do not oppose the change, but the NAB, NRBNMLC, and IHM do.
SoundExchange argues that the shorter term would allow them to distribute payments more
quickly and that the majority of agreements in the industry have payments terms of 30 days. The
NAB and IHM argue that because of the unique character of their respective business models,
shortening the term would cause additional burdens and create inaccuracies and overpayments
that potentially would not be refunded. The Judges also are considering this issue in a
rulemaking proceeding that is currently pending before them. The Judges do not believe that the
record before them in this ratemaking proceeding supports the change that SoundExchange
seeks. Although the Judges can perceive the costs to the Services that the shortened reporting
period would impose, it is less clear that the benefits to SoundExchange fiom such a change
would justify those costs. Nevertheless, the Judges will continue to consider this issue in the
broader context of the pending rulemaking proceeding.

Auditor qualifications. SoundExchange proposes that the regulations allow non-CPAs
to perform audits if they have the requisite industry-specific expertise arguing that it is difficult
to find CPAs with the expertise and that other actors in the market allow content owners to audit
royalty payments. The NAB and NRBNMLC counter with the argument that CPAs inspire
confidence in the audit results because of the standards of their profession and that they can rely
on experts in the industry to assist them ifnecessary. SoundExchange has argued in past
proceedings for a change to allow in-house auditors to perform audits. The Judges rejected that
change. Final Rule and Order, Docket No. 2005-1 CRB DTRA ("Web II"), 72 Fed. Reg. 24084,
24109 (May 1, 2007). For the same reasons, they do not adopt a change to the requirement that
the auditor be a CPA. The Judges further insert the qualifier "independent" into the definition of
"Qualified Auditor" for the sake of regulatory efficiency. The judges do not adopt

'" In the provision relating to the potential dissolution of SoundExchange as the Collective, Pandora and
SoundExchange agree that the phrase "that have themselves authorized the Collective" in current CRB Rule
380.4(b)(2)(i) is unnecessary and should be deleted. See SXPFFLC Reply at $ 1231, n,74. Accordingly, the
applicable provision the Judges adopt does not carry over that unnecessary language.
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SoundExchange's proposed cbange. They do, however, adopt language proposed by the NAB
and NRBNMLC concerting the licensing of an auditor'.

Acceptable verification process. SoundExchange proposes removing this provision
because it allows audits to be routine financI.al audits inst~I:ad of specialized "royalty
examinations." SX PFF at $ 1?85-86. Although the services do not oppose tlus change„
SoundExchange offered no evidence of the ineffectiveness of the audits to date due to the
existence of the provision, and therefore the Judges do not adopt the proposed change. A
Service's recent financial audit need not preclude a, business audit that focuses on the Service's
royalty policies and procedures.

Late fees. Pandora proposes a single late fee fbr both a late ~payment and a late Statement
ofAccount. It argues that a. late fee for each of these is duplicative and unnecessary.
SoundExchange counters that Iit incurs duplicative costs when both items are late and that it is
fair to hold a late payor accountable for such costs. In addition, SoundExchange's ability to
enforce compliance and make efficient distribution relies on late feeIs for each'of these. The
Judges agree that such fees encourage compliance:For each required item. As a result, the Judges
do not adopt this proposed change.

Late fee rate. iHeait, the NAB, and NRBNMLC propose that the late fee rate be reduced
&om 1.5% (the equivalent of 18% per year) to a more "reasonable" fee,', that is, one similar to 'tatutoryinterest rates on judginents and tax underpayments. iHeart points out that its
agreements with the Indies contain no late fee provision and that Warner has never asked them to
pay the late fee when they have submitted a late payment. SoundExchange argues that the high
fee provides an incentive for timely payments and covers costs due to liite Payments. The
evidence shows that late fees in market agreements range '&om no fees to 1.5% and include the
proposed fee. The 1.5% rate is an accepted rate in the market, and the . ervices produced no
evidence of actual hardship &om the current rate of 1.5%. For tins reason, the Judges do not
adopt this proposed change.

Overpayments ancl corrections to paymentsI Phndbra prdpodes a change to allow
Licensees to make adjustments to their Statements of Accounts. iHeart proposes changes that
would allow Licensees to recoup overpayments. SoundExchange argues that the proposals'are'nreasonablebecause o:F, intev alia, the window of time within which, and the number of times a
Licensee could make adjustments. In addition, Sound Exchange complains that the
administrative burden o.f such a proposal could be excessive. ~ SoundExchange also notes that the
money may not be recoupable onc:e it is paid to artists. Pandora argues that making good faith
adjustments are part of the normal course of business and'that SoundExchange's teclmological
advances will make the adzuini.stration of adjustments manageable. Pandora RFF at 192-193.
iHeart points out that SoundExchange has a meIthod for reversing its own inadvertent
overpayments. IHM PFF at 203; IBM RFF at 202;see PAN f'FEI at ~171~-72. The Judges agree
with SoundExchange. The burden for accuracy is on the I,icensee. In add;ition, the record
contains no evidence to guide the Judges in determining a reasonable time &arne:for, or number
of, adjustments. Therefore., the Judges do not adopt this proposed change.

Signature attestation. Pandora proposes adding a sentence'o the required language m a 'tatementof Account—just below the sentence where the signatory attests to the statem'ent's
accuracy and completeness—that would allow )'censees to amend their Statements of Accounts.
This proposal is related to iHeart's proposal regarding overpayment and corrections to payments.
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The proposed sentence contains no time limit for making amendments to the Statements of
Accounts and is therefore an unreasonable addition to the Statement ofAccount. The Judges do
not adopt this proposed change.

Notice and cure. The NAB proposes adding a notice and cure provision to apply in case
ofbreach because it is customary in contracts and is included in some of the agreements in
evidence. SoundExchange wants the option to use informal methods of dealing with breach, but
the NAB argues this provision would not preclude such efforts; it would only be required in case
of a material breach that SoundExchange plans to assert. Such a provision is not necessary
merely because it is customary, and informal or formal methods ofnotice are always available to
the parties. Therefore, the Judges do not adopt this proposed change.

Emails acknowledging receipt of payment. NRBNMLC proposes that SoundExchange
send emails (similar to those that the musical works collectives send) with reminders that annual
payments are due, which would serve a function similar to an invoice. NRBNMLC also
proposed a provision requiring SoundExchange to email acknowledgments of receipt of
payment, which would function like a receipt and which is a common business practice,
including in the nonprofit arena. SoundExchange argues there is no need for a regulation
because it already sends reminders. It also argues that an acknowledgment email would be
challenging because it does not have current email addresses for each of its licensees, and the
cost would outweigh the benefit. SoundExchange countered that it will soon have an online
payment portal, a fact that NRBNMLC points out shows that SoundExchange realizes that the
receipts would be useful. The Judges find that the online portal should address the receipt
concern and that the practice of sending reminders does not warrant a regulation. Therefore, the
Judges do not adopt this proposed change.

Unclaimed funds. Pandora proposes that the provision in the regulations dealing with
the Collective's use ofunclaimed funds may not be consistent with state escheatment laws.
SoundExchange opposes changes to this provision, which allows the Collective, under certain
circumstances, to use unclaimed funds for administrative purposes. SoundExchange argues that
the changes that Pandora has proposed, which would require that the Collective use unclaimed
funds in a manner consistent with applicable law, could impose an unnecessary regulatory
burden on the Collective. The Judges adopt the changes substantially as proposed by Pandora.
The Copyright Act does not expressly authorize the Judges to adopt rules that preempt state law.
Although the Judges do not believe that the unclaimed funds provision in the current regulations
does so, iu an abundance of caution and to avoid potential confusion in the upcoming rate period,
the Judges adopt the more neutral drafting that Pandora proposes to ensure that the Collective's
use ofunclaimed funds comports with applicable law.

Definition of ATH. The NAB and NRBNMLC propose to redefine ATH to allow for a
reduction in reported ATH for broadcast time devoted to talk radio. SoundExchange counters
that NRBNMLC provided no evidence to justify a reduction different &om the one established
(and used) by NPR stations. SoundExchange points out that all the rates would have to be
recalculated if the basic assumption regarding ATH is changed at this point. The Judges agree.
If the definition changes, the threshold needs to change as well, and there is no basis in the
record for making those changes. The Judges do not adopt this change.

Definition of "Performance". In the current regulations, a "performance" is defined as
"each instance in which any portion of a sound recording is publicly performed to a listener...."
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See, e.g., 37 C.F.R. $ 380.2. The Services propose various changes to the de6nition of
performance. Parties can and do alter the de6nition of "performance" and change other DMCA
provisions in directly negotiated licenses. The Judges cannot, however, make regulations that i

are contrary to the requirements of the Act.

Pandora seeks to add "in the United States" to the definition. The NAB and NRBNMLC
ask for an alternate parenthetical description and a teforertce to the section in the Copyright~ Act
regarding performances that do not require a license.

More substantively, the NAB and NRBNMLC also add two exclusions to the definition,
one regarding performances ofvery short duration and one very technical one regarding second
connections &om the same IP address. SoundExchange argues that rights owners should be
compensated for all use of their work, and thus that services should not'llow skippmg of songs.
It also points out that the proposed rates were calculated based on the current statutory de6nition ~

of "performance" and that any narrowing of the de6nition would require adjustments to the~

proposals. The second exclusion is not necessary because SoundExehange's witness, Mr.
Bender, agreed that reconnections are not performances utidei. th'e ciurent regulations, which
specify that a "performance" requires a listener.

The de6nition ofperformance in the regulations has long been established. The NAB'ndNRBNMLC argue that performances of very short duration are ofno value to the listener or
the service, and they point out that listeners cannot skip songs on their services. The Judges
agree that performance as it has been defined continues to apply.'he Judge do not adopt these
changes.

Definition of Broadcast Retransmission. The NAB and iHeait propose a change in the
de6nition of simulcast to cover an~ that is at least 51% identical to its antecedent terrestrial
broadcast. This proposal is a companion proposal to the NAB's proposal of separate royalty
rates for simulcasters. The Judges decline to establish separate rates for simulcasters and de not, ~

therefore, adopt this change.

Sound recording performance complement. ~ i8eart prhpolses ~chdngCs t6 thb statutory
de6nition of sound recording performance complement ta reSect the practice in private
agreements, IHM PFF $ 425. According to iHeart, because programs on terrestrial radio stations
can play entire albums, iHeart should be allowed to simulcast the programs without altermg them ~

to satisfy the performance complement requirement, and the Judges have the authority to modify
such "background terms of the statutory license" where Willing buyers ttnd,'el'lm would
negotiate such terms absent the statute. IHM COL $ 34-35. SoundHxchange argues that
statutory changes can only be made by Congress. The Judges agree. The Judges do not adopt
this change.

Definition of "Broadcaster" to include "atfilliatb oP. The NA'B and NRBNMLC
propose to change the de6nition ofBroadcaster, but do not provide a reason for the change.'he'udgesdo not adopt this change.

Completion of audit within six months. The NAB and NRBNMLC propose to add
what they term a reasonable deadline for completion of audits because of the potential for abuse
and the burden that lengthy audits place on Broadcasters. They point to comments in a
rulemalang proceeding regarding the burden. SoundExchange argues that the length ofan audit
is in the control of the services more than of the auditor and that the'NAB and NRBNMLC point

Determination ofRates and Terms
2016-2020 (Web IV) - 196



to no such provisions in private agreements. The comments in the rulemaking procedure are not
evidence in this proceeding. What is reasonable is the ultimate finding of fact. The parties
submitted no evidence on what would be a reasonable time within which to complete an audit.
The Judges do not adopt this proposal.

Third party programming. The NAB proposes a waiver of census reporting on any
material that is transmitted by a simulcaster that is programmed by a third party, i.e., not the
station owner/operator whose broadcasts are retransmitted. The NAB proposes estimating ATH
for third party programming because the stations are unable to get the necessary data from the
program originators. SoundExchange argues that some broadcasters use a lot of third party
material and that they should be required to get that data in order to make accurate reporting to
SoundExchange. Ifbroadcasters use third party programming, SoundExchange should not have
to bear the risk of inaccurate reporting. In addition, the broadcaster is in the best position to
incorporate costs of census reporting into their negotiated payments with the third-party
programmers. The Judges do not adopt this change.

Waiver of small broadcasters'eporting requirement. NAB proposes that the
regulation regarding distribution of royalties provide relief for small broadcasters &om reporting
requirements. NAB Proposed Terms at 6. This is an argument NAB makes in the pending
rulemaking proceeding and does not make in this proceeding other than to add the language to its
proposed terms. SoundExchange's response is lodged in that proceeding. See Docket No. 14-
CRB-0005 (RM). The forum for that request is the rulemaking, not this proceeding. The Judges
do not adopt this.

Exemption from report of use regulation for small stations, NRBNlvKC proposes
that "small broadcasters" not be required to file reports ofuse to the Collective if they elect to be
treated as a small station. NRBNMLC Proposed Terms at 6 ("except that in the case of electing
Small Broadcasters, the Collective shall distribute royalties based on proxy usage data...."). The
proposed changes NRBNIVKC makes to several parts of regulation 380 indicated that small
broadcaster and small streaming stations and small stations mean the same thing.
SoundExchange refers to the proposal as regarding an undefined category of services.
Technically that is true because "small broadcasters" is not defined in NRBNMLC's proposal.
Nevertheless, this is an issue that has been raised in the pending rulemaking regarding the
provisions of 17 CFR 370. Because the issues in that rulemaking have not yet been resolved, it
would be premature to make NRB's proposed change. The Judges do not adopt this change.

Minimum fee. The NAB proposes a revision to the minimum fee provision that removes
fees for individual channels, leaving only fees for individual stations. SoundExchange argues
that this is not necessary because of the annual cap on total amount ofminimum fees that any
licensee must pay; that fees would no longer be in proportion to SoundExchange's costs; and that
stations would game the system by streaming on multiple channels in order to reduce fees. The
NAB explains that its rate proposal and terms apply only to stations that simulcast, and that side
channels would have different rates and terms. According to the NAB, this proposed change is a
"conforming change" that presumably brings this term in line with the NAB's proposed rate for
simulcasters. The Judges do not set a separate rate for simulcasters and do not adopt the
proposed revision.

Waiver of requirement to destroy ephemeral recordings after six months. iHeart
proposes to add a provision that exempts Broadcasters &om the statutory six-month limitation on
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the retention of ephemeral recordings subject to certain conditions. The provision wouM
"ensure[] that Broadcasters do not need to alter the content of their radio broadcasts simply ~

because they have elected to simulcast those broadcasts over the Internet". IHM Rate arid Terms'roposalat 2-3. SoundBxchange argues that the Judges are itot author@ed to inake changes to'hestatute by enacting regulations, and the Judges agree. The Judges cannot and do not adopt
this proposal.

IX. Royalty Rates Determined by the Judges

A. Annual Rates and Price Level Adjustments

The Judges will set statutory rates for the year 201i6. iFori thd yeiars 2017 throtigh 2020,
the rates shall be adjusted to reflect any inflation or deflation, as measured by changes in a
particular Consumer Price Index (the CPI-U) announced by the Bureau of Labor Statistics
(BLS), in November of the immediately preceding year, as described iri the new regulations set
forth in this determination. In this regard, the Judges concur with Dr. Shapiro, who testified that
a regulatory provision requiring an annual price level adjustment is preferable to an implicit or I

explicit prediction of future inflation (or deflation). 5/19/15 Tr. 4608-10 (Shapiro).

The Judges shall also adjust any effective benchmark rate on which they rely inthis'roceedingto reflect inflation (or deflation) as measure:d 6y the CPI&U in the calendar years
between the last calendar year in which the data was collected for tlie benchmark'and 2016, as
reflected in the applicable November announcement by the BLS.

B. Commercial Rates

1. Commercial Subscription Rates

Based on the analysis in this determination, the Judges shall ~set~two separate rates for ~

commercial noninteractive webcasting. One rate shall apply to performances on subscription-
based commercial noninteractive services. A separatel rate shall lapply to p'erformances on ~

nonsubscription (advertising-supportedPee-to-the-listener) services.

The Judges have identified two usable benchmark rates for commercial noninteractive
subscription services for 2016.

The first is the steering-adjusted rate derived Rom'he beiichmaik developed by Dr.
Rubinfeld on behalf of SoundBxchauge. Dr. Rubinfeld established a subscription-based'enchmark

rate of $0.002376. SX Bx. 59 (Rubinfeld CWDT Ex, 16(a); see also SX PFF $$ 344;
393.

As noted in this determination, the Judges apply a steering adjustment to this benchmark
rate to reflect the rate-reducing effect of steering as indicated in the Pandora/Merlin
Agreement. In the present case, the steering adjustment derived Rom the evidence is 12%,
calculated as follows:

" Dr. Shapiro's rate data covered a period through the third quarter of2014. Shapiro WDT at 32.
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(1) The unsteered subscription service rate for 2015 in the Pandora/Merlin Agreement is
$0.~. See Pan Ex. 5014, $ 3(a)(ii).

(2) Pandora's effective rate at the ~% (low end) or steering for 2016, as derived by Dr.
Shapiro, is $0.002238. See Shapiro WDT at 35.

(3) Dr. Shapiro's $0.002238 steered rate for 2016 includes a 2.2% anticipated inflation
factor that the Judges do not apply. See id.

(4) Backing out that 2.2% inflation factor indicates a 2015 steered rate of $0.002189 (i.e.,
$0.002238/1.022).

(5) Adjusting for the actual inflation in 2015 of 0.5% (announced by the BLS on
December 15, 2015 ' increases the above steered rate marginally to $0.002194, which
the Judges round to $0.0022.

(6) The unsteered 2015 subscription service rate of $0.~ (step 1) minus the steered
rate of $0.0022 equals $0.0003.

(7) The perc~enta e change in the subscription service rate for 2015 is 12% (i.e.,
$0.0003/$0.~).
Accordingly, Dr. Rubinfeld's proposed benchmark rate of $0.002376 must be reduced by

12% to reflect an effectively competitive rate. A reduction of 12% brings that subscription
service rate to $0.0021 (rounded).

However, Dr. Rubinfeld's data covered the period 2011 through 2014. As noted supra,
the Judges reject Dr. Rubinfeld's linear $0.0008 year-over-year increase. Instead, the Judges
apply the CPI-U inflation adjustment of 0.5% to reflect the inflation announced by the BLS on
December 15, 2015. That adjustment raises the rate derived from Dr. Rubinfeld's proposed
steering-adjusted benchmark marginally, to $0.0021105, which the Judges round to $0.0021.

The second steering-based subscription rate that the Judges credit is the rate in the
Pandora/Merlin Agreement, which already incorporates a steering adjustment. That proposed
benchmark rate (at 12.5% steering) is $0.002238, rounded to $0.0022. See Shapiro WDT at 35.

Thus (and perhaps not surprisingly), the steering and inflation-adjusted subscription rates
under both proposed benchmarks establish an extremely tight zone of reasonableness, separated
by only $0.0001.

Based on the foregoing, the Judges determine, in their discretion, that the appropriate per-
play rate for royalties paid by licensees to licensors in the noninteractive subscription market
under section 114 for the year 2016 is $0.0022. As discussed supra, the rate for the remainder of

'ee Bureau of Labor Statistics, Economic News Release (Dec. 15, 2015) (available at bls.gov).

From an economic perspective, these rates suggest that a hypothetical willing seller would have a WTA of
$0.0021 in this subscription market, and a hypothetical noninteractive service would have a WTP of $0.0022. In
such a hypothetical market, the parties could consummate a contract at any price point between $0.0021 and
$0,0022 per play.
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the statutory term—2017- 2020—shall reflect the foregoing r'ate'of $0.0022 per p'erformance, as
adjusted annually upward or downward to reQect chaxtges in the 'CPI-U'ver the preceding year,
pursuant to the applicable regulations.

2. Commercial Nonsubscription Rates

The Judges have identi6ed two usable benchmark rates for commercial noninteractive
nonsubscription services for 2016. First, the Judges have ~identified'the'djusted, effective
average per-~la rate derived Rom the iHeart/Warner Agreement. That rate, as developed,'upra,is $0.~ per play.

Second, the Judges have identified the effective pttr-play irate in'the Pandora/Merlin'greement

(with stem~n at ~%) as a usable benclqnask. tfhtt ePectjve',benchmark rate &om
that agreement is $0.~.

Thus, the Judges identify a zone of reasonableness in this market segment as swell. That
is, the zone embraces a low effective rate of $0.Q and high effective rate of $0.Q. ~ At
noted earlier in this dettnnination, it would be improper based on the present record, to set ~

separate rates for Indies and Majors

However, as the Judges have also explained, stjpprh, a lfunldatIhental difkreiice'between
these two benchmarks is that the iHeart/Warner benchmark reflects an effective rate between a
Major and a noninteractive service, whereas the Pandora/Merlin:Agreement reflects an effectiv'e
rate between Indies and a noninteractive service. The evidence at the hearing indicated that the
Majors'ound recordings comprise 65% ofnoninteractive streams, and the Indies'ound.
recordings comprise 35% ofnoninteractive streams. See, 'e.g.', SX Hx. 269'at '73.

Based on the foregoing factors, the Judges find that the appropriate statutory ratei withiti
this zone of rates, for nonsubscription, ad supported (&ee-to-the-listener) services is $0.0017 per
performance, as adjusted annually upward or downwatd to reflect changes in the Consumer Price
Index over the preceding year, as set forth in the regulations.

3. Ephemeral Recording Rate

In accordance with the Judges'nalysis supra, section VII, the royalty rate for ephemeral
recordings under 17 U.S.C. $ 112(e) applicable to commercial webcasters shall be included
within, and constitute 5% of the royalties such webcasters pay for performances of sound
recordings under section 114 of the Act.

B. The Noncommercial Rates

1. NPR-CPB/SoundExchange Settlement

The Judges have previously adopted the settlement agreement between SoundHxchange,
on one hand, and National Public Radio and the Corporation for ~Public~ Broadcasting, on the
other, for simulcast transmissions by public radio stations. See Digita/ Pegorrnance Right in
Sound Recordings and Ephemeral Recordings, final Rule, 80 Fed. Reg. 59588 (Oct. 2, 2015).
The rates and terms governing transmissions and ephemeral recordings~by the entities that are
covered by that settlement agreement for the period 2016&2020 shall be as 'set forth in the
agreement and codified at 37 C.F.R. g$ 380.30-380.37 (subpart 0).
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2. CBVSoundExchange Settlement

The Judges have previously adopted the settlement agreement between SoundExchange,
and College Broadcasters, Inc., for transmissions by Noncommercial Educational Webcasters
(NEWs). See Digital Performance Right in Sound Recordings and Ephemeral Recordings, Final
Rule, 80 Fed. Reg. 558201 (Sep. 28, 2015). The rates and terms governing transmissions and
ephemeral recordings by NEWs for the period 2016-2020 shall be as set forth in the agreement
and codified at 37 C.F.R. $ g 380.20-380.27 (subpart C).

3. All Other Noncommercial Webcasters

In accordance with the Judges'nalysis supra, section V, the royalty rate for webcast
transmissions by all other noncommercial webcasters during the 2016-2020 rate period shall be
$500 annually for each station or channel for all webcast transmissions totaling not more than
159,140 Aggregate Tuning Hours (ATH) in a month, for each year in the rate term. In addition,
if, in any month, a noncommercial webcaster makes total transmissions in excess of 159,140
ATH on any individual channel or station, the noncommercial webcaster shall pay per-
performance royalty fees for the transmissions it makes on that channel or station in excess of
159,140 ATH at the rate of $0.0017 per performance, as adjusted annually upward or downward
to reflect changes in the Consumer Price Index over the preceding year.

4. Ephemeral Recording Rate

The royalty rate for ephemeral recordings under 17 U.S.C. $ 112(e) applicable to
noncommercial webcasters shall be the same as the rate applicable to commercial webcasters;
that is, royalties for ephemeral recordings shall be included within, and constitute 5 10 of the
royalties such webcasters pay for performances of sound recordings under section 114 of the
Act.
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RESTRICTED

X. Conclusion

On the basis of the foregoing, the Judges propound the rates and terms described in~this
Determination. Unless the Judges alter or amend this Determination pursuant a timely filed
Motion for Rehearing, this Determination shall be final on the date ofpublication.

ISSUE DATE: December 16, 2015.

(:hie Copyright Royalty Judge

Jess M. Fe er
Copyright Royalty Judge

fz-
David R. Strickler
Copyright Royalty Judge
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Exhibit A

Exhibit A, containing the regulatory language implementing the Judges'etermination,
was released to the public on December 16, 2015. The most current version ofExhibit A can be
found on the Copyright Royalty Board website at www.loc.gov/crb.


